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To Obtain Sinking-fund Payments from 


Compound-interest Tables 
By Epwarp FRASER 


In a paper read by A. Lowes Dickinson to the old Illinois 
Association in February, 1902, he stated: 


“INTEREST CALCULATIONS 

“Many public accountants have, and all should have, a thorough 
knowledge of this subject. Such calculations as sinking funds for 
redemption of leases, the instalments payable on car-trust obliga- 
tions, amounts required to redeem bond issues or repay loans over 
a series of years and other kindred points are only a few of those 
matters of every-day occurrence in ordinary business affairs upon 
which a public accountant is generally qualified to advise his clients.” 


To most junior accountants, and perhaps to many seniors, the 
problem of computing sinking-fund payments is wrapped in mys- 
tery. They consider the subject beyond their depth and as requir- 
ing much painful study of what is known as actuarial science. The 
reason for this feeling, in the writer’s opinion, lies in the fact that 
most textbooks and treatises on the subject delve at once into 
what, to the uninitiated, looks like a maze of words, figures, for- 
mulz and symbols. While a knowledge of actuarial science or of 
certain formule derived therefrom is of course necessary for the 
solution of the more intricate problems, the purpose of this paper 
is to show that with the aid of a compound-interest table any 
schoolboy can solve those of usual occurrence once the method is 
explained, even if the reasoning lying behind the method is not 
understood. We shall therefore give first a diagram and follow 
it with an explanation. 

In order to show the simplicity of the problem take this ele- 
mentary question: “What is the annual sinking-fund necessary to 
repay a loan of $100,000.00 due 10 years hence, the sinking-fund 
payments to be invested at 5% interest, compounded annually ?” 
The answer is $100,000.00 divided by 12.57789, the divisor being 
calculated from the figure opposite 10 (periods) in the 5% column 
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of a compound-interest table. If the payments had been made 
and the interest compounded at more frequent intervals the answer 
would have been just as simple. For instance, 20 semi-annual 
payments with interest compounded semi-annually at 214% per 
half year would each be $100,000.00 divided by 25.54465, the 
divisor being calculated from the figure opposite 20 (periods) in 
the 244% column of the table. Leaving the explanation until 
later we shall show how the above figure of 12.57789 was obtained. 
Compound-interest tables are composed of columns of figures 
with various rates per cent. along the top and have usually from 
1 to 100 periods of time down the side. They are based upon an 
investment of 1. The column headed 5% would begin thus: 


End of 
period 5% 
SF eats ecncovccesseeses 1.000 000 
DS capendesesevenee sane 1.050 000 
DP idtnieees dine bk bemeean 1.102 500 
D. phis dew dae woe on eae 1.157 625 
ere ee ee eee 1.215 506 
DP avbecesecbdvicssuabpane 1.276 281 
D Avwseds + +ieebepweanen 1.340 095 
7 we pebacesstieee® Coeren 1.407 100 
BUTT ree 1.477 455 
DP -esnsses ¥anceeeesenees 1.551 328 
P sdurctionn sanepene ead 1.628 894 


The tables do not always show the zero period line at the top 
with the original investment of 1 but it is here included to make 
the table complete. If omitted it can be inserted if desired. 

The divisor of 12.57789 above referred to can be obtained 
from this 5% table in two ways: (1) It is the footing of the 
column from line 0 to line 9 inclusive, that is one line for each 
period of the problem beginning with the zero line. (2) From 
the tenth line deduct 1 (the original investment) and divide the 
result by .05 (the rate per cent. on 1). There is naturally a slight 
difference in the last decimal figures owing to fractions. 

The figure of 25.54465 in the case of half-yearly payments 
with interest of 244% per half-yearly period, the loan being pay- 
able at the end of 20 half-years, was obtained similarly: (1) The 
footing of the 214% column from line 0 to line 19 inclusive. (2) 
From the 20th line deduct 1 and divide the result by .025. 

This is the solution of any such elementary problem as that 
given above. Having shown the method we may now discuss 
the meaning of these figures for those who have no table available 
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or desire to follow the subject further. Thereafter we shall dis- 
cuss as simple a method of finding the purchase price of a lease- 
hold or similar “terminable annuity.” 

It should first be mentioned that simple interest is seldom used 
in dealing with large amounts, as the interest payments are in them- 
selves large enough to be invested and so increase the return on 
the original capital. This, of course, results in compound interest. 

Throughout this paper 5% per annum compounded annually 
will be the interest rate used unless otherwise stated. The method 
is the same for all rates of interest so long as the interest is com- 
pounded at the same time as the payments are made, the pay- 
ments are made at equal intervals of time and the interest rate 
corresponds to that interval. For instance, if the payments were 
made every six months for ten years and the interest rate were 
214% every six months, compounded every six months, the table 
used would be 214% for 20 periods. In the latter case it is cus- 
tomary to speak of the interest rate as being “5% per annum com- 
pounded semi-annually.” This actually produces more than 5% 
per annum, the annual rate or this basis being 5.0625% and on a 
quarterly basis 5.0945%. These, incidentally, are known as the 
“effective” annual rates. If on the other hand the effective annual 
rate were given as 5% the corresponding semi-annual rate would 
be the square root of 1.05 deducting 1 from the answer, and the 
quarterly rate would be the square root of the square root of 1.05 
deducting 1 from the answer. 

A single investment of $1,000.00 will produce in one year at 
5% $50.00. If this $50.00 be also invested at the same rate the 
second year’s income will be 5% on $1,050.00 or $52.50 and so on. 
The investment will increase therefore by years as follows: 


Original investment ............ $1,000.00 
Interest thereon ............. 50.00 
End of first year............... $1,050.00 
Josbewwet GROTGO «wc cc cccecss 52.50 
End of second year............ $1,102.50 
pe ae ee 55.125 
ek EB KG $1,157.625 
Interest GereG ......ccccces 57.88125 


End of fourth year...........00% $1,215.50625 
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Any other amount invested at 5% per annum will increase, of 
course, in the same proportion. If the amount invested were 
only one dollar, for instance, it would accumulate thus, the figures 
being those already shown as composing the 5% table: 


Original investment ............ $1.000 000 
CRD MT iis tcesavestwnee 1.050 000 
i s.r 1.102 500 
Three years later............... 1.157 625 
ek ree 1.215 506 


As compound-interest tables are all based upon an invest- 
ment of 1, the amount to which any other investment will accumu- 
late at the given rate in the given time is simply the amount to 
which 1 will accumulate under these conditions multiplied by the 
amount of the investment, whether it be dollars, cents, pounds, 
francs or any other currency. As an investment of 1 accumu- 
lates in one year to 1.05, or 11.05, so an investment of 1.05 will 
amount in one year to 1.05%1.05 or (1.05)? or 1.102 500 (see 
above), and 1.102 500 will amount in one year to 1.102 5001.05 
or (1.05)* or 1.157 625 (see above), which means that an invest- 
ment of 1 at 5% compound interest will amount in 1 year to 
(1.05)', in 2 years to (1.05)*, in three years to (1.05)* and so on. 
This fact is the foundation of all formulz in actuarial science as 
it applies to all rates of interest and to all periods of time. If the 
accumulation at the end of, say, the 10th period is desired it is 
necessary only to raise to the 10th power 1 plus the rate of interest 
which, if 5% per period, is of course .05 on an investment of 1, 
or (1.05)*® equal to 1.628 894. 

As it is difficult for the beginner to accustom himself to the 
use of symbols in place of dollars and cents they are studiously 
avoided in this treatise with very few exceptions, and these are 
only parenthetical. In order to state the above theory in its 
briefest form let i represent the rate of interest per unit invested 
per period and let m represent the number of periods. The 
amount to which 1 will accumulate at compound interest in 
periods is therefore (1+-7)”. 

That the two methods of finding the divisor referred to above 
are the same (that is (1) the footing of lines 0 to (m—1) inclu- 
sive or (2) 1 deducted from line nm and the result divided by the 
rate per cent) can easily be proved arithmetically as the items to be 
added are in geometric progression. The fact can be seen, how- 
ever, from the above table. The tenth line for example is 
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1.628 894; deduct 1, leaving .628 894; divide this by .05 (the 
rate per cent on 1) and you have 12.577 880 which is the footing 
(1+1)*"—1 

i 
As .628 894 is obviously the compound interest on 1 for ten 
periods this formula can be stated in words as the amount of com- 
pound interest on 1 for the whole number of periods divided by 
the rate of interest per period. 

Compound-interest tables give columns showing, as before 
stated, the amount to which 1 will accumulate at various rates of 
interest in from 1 to perhaps 100 periods. If the table is con- 
densed and does not contain the number of periods desired, say 63, 
this amount may be obtained by multiplying together the amounts 
of say the 50th and 13th lines on the arithmetical theory of 
powers, that a®*<a'* equals a**t'* equals a®*. 

There is a still shorter method of finding the divisor required. 
The table of which a fragment is given above is known as the 
“Amount of 1” table, that is the amount to which an investment 
of 1 will accumulate. A second table, derived therefrom but not 
always available, is the “Amount of an annuity of 1.” That is 
the amount to which an annuity of 1 per period will accumulate 
with compound interest. The word annuity is used as applying to 
equal payments made at equal intervals of time although these 
intervals may be of any duration and do not necessarily mean 
years as the word itself implies. 

An annuity of 1 per annum for ten years, saved and invested 
at 5% interest compounded annually, represents naturally a series 
of 10 investments of 1 each, earning 5% interest compounded 
annually, each successive payment earning interest for one year 
less than its predecessor thus: 


to the end of line 9. This in formula form is 











Periodical Investments Total 
+ , First Second Third Fourth investment 
First period 1.000000 1.000 000 
Interest .050 000 .050 000 
Second period 1.050000 1.000 000 2.050 000 
Interest .052 500 .050 000 .102 500 
Third period 1.102 500 1.050000 1.000000 3.152 500 
Interest 055125 .052500 .050 000 157 625 





Fourth period 1.157 625 1.102500 1.050000 1.000 000 4.310 125 
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And so on. The total column above is that shown in the tables as 
the “Amount of an annuity of 1,” or some such title. 

It will be observed from the above totals that if each pay- 
ment be made at the end of the period the amount to which an 
annuity of 1 will accumulate at the end of the fourth period, when 
the fourth payment has just been made, is 1 plus (1.05)' plus 
_ (1.05)? plus (1.05)*, or the footing of the 5% column in the 
compound-interest table from the zero line to line 3 inclusive. 
Similarly, had the annuity been payable for 10 periods, the total 
including the tenth payment would have been equal to the total of 
lines 0 to 9 inclusive—12.577 890. Therefore, if a table of the 
“Amount of an annuity” be available, this divisor can be obtained 
without the trouble either of footing the column or of deducting 
1 from the nth line and dividing the result by the rate per cent. 
We have thus three methods of ascertaining sinking-fund pay- 
ments from compound-interest and annuity tables as a sinking 
fund is simply an annuity. 

A word of caution is necessary. The first payment of a sink- 
ing fund is usually made at the end of the first period, not in 
advance, while the “Amount of an annuity” table may be based 
on an advance payment when it is technically known as an “annuity 
due.” The first line of the table will show the basis. If the first 
line (end of the first period) is 1.000 000 and the second 
2.050 000, the above explanation holds good. If the first line is 
1.050 000 and the second 2.152 500, the table is based on an 
advance payment and the adjustment will have to be made by 
using one period less and adding 1 to the total shown. 

Similarly, if the payment has to be made in advance and the 
table is constructed on the other basis, take one period more and 
deduct 1 from the figure shown. 

Having discussed the methods of ascertaining the periodic 
payments to be made let us now study their application. 

We have shown that a deposit of 1 per period earning interest 
at the rate of 5% per period will in 10 periods be sufficient to pay 
off a loan of 12.577 890. In the meantime interest at the rate 
of 5% or .628 894 per period is being paid on the loan, the total 
payment made by the borrower each period being therefore 
1.628 894. This it will be observed is the amount of 1 for 10 
periods. 
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Loans may be paid off in various ways including the following: 


(1) By the payment of one sum at maturity, interest being 
paid periodically on the whole loan meantime. 


(2) By equal periodic payments, part of which are in reduc- 
tion of principal and part in payment of interest on the decreasing 
balance. 


(3) By equal periodic payments on account of principal, the 
periodic interest payments reducing accordingly. 


(4) By the payment of one sum at maturity covering prin- 
cipal and compound interest for the entire period. 


The cost to the borrower is exactly the same in all cases if 
we assume that the periods of time used in the four methods do 
not differ, that the interest is compounded once each period, that 
the sinking fund earns interest at the same rate as the loan bears 
and that the borrower is entitled to credit for interest at the 
same rate if he make advance payments. 

The following table shows the annual result of the sinking- 
fund method, where a loan of 12.577 890 is repaid in one sum at 
maturity, interest being paid annually. 


Sinking-Fund Method 


Endof Annual Interest Total in Annual Total 

year sinking- earned on sinking interest annual 
fund sinking fund paid on payments 
deposits fund bonds 

1 1.000 000 1.000 000 

2 1.000 000 .050 000 2.050 000 

3 1.000 000 .102 500 3.152 500 

4 1.000 000 .157 625 4.310 125 


1.009 000 .215 506 5.525 631 .628 894 1.628 894 
6 1.000 000 .276 281 6.801 912 
1.000 000 .340 095 8.142 007 
8 1.000 000 .407 100 9.549 107 
9 1.000 000 477 455 11.026 562 
10 1.000 000 .551 328 12.577 890 


cr 


~2 


If the whole 1.628 894 had been paid annually to the lender 
instead of placing 1.000 000 in the sinking fund and paying 
the lender .628 894 for interest, the lender would apply it thus, 
the loan being exactly repaid by the end of the tenth year. 
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Repayment Method 
Annual payment of Balance 
$1.628 894 distributed of loan 
thus 


Int. on Principal 

bal. of loan _—repaid 

890 
890 
890 
390 
765 
259 
978 


894 1.000 000 

894 1.050 000 

> 394 1.102 500 

269 1.157 625 

388 1.215 506 

613 1.276 281 

799 1.340 095 883 

794 1.407 100 783 

439 1.477 455 1.551 328 

566 1.551 328 d 000 

It will be noted that the annual interest paid less interest 

earned on the sinking fund in the first tabulation above equals the 

annual interest paid in the second tabulation and that the principal 

repaid annually in the second tabulation increases on the basis of 

the (1+) column. 

In the third case, where equal payments of principal are to 

be made annually, as in serial bonds, the result is the same although 
the similarity is not quite so obvious. 


Serial-Bond Method 
End of Bonds Interest Total Serial 
repaid paid annual bonds 
annually annually payments outstanding 


12.577 890 

789 .628 894 1.886 683 11.320 101 

789 .566 005 1.823 794 10.062 312 

789 .503 116 1.760 905 8.804 523 

789 .440 226 1.698 015 7.546 734 

' 789 377 337 «1.635 126 6.288 945 

789 .314 447 1.572 236 5.031 156 

789 .251 558 1.509 347 773 367 

789 .188 668 1.446 457 2.515 57: 

257 789 .125 779 1.3883 568 1.257 789 

1.257 789 .062 889 1.320 678 .000 000 

Here the total annual payments decrease from 1.886 683 

in the first year to 1.320 678 in the tenth. If these decreasing 

payments be calculated with compound interest the result will be 

exactly the same as the equal annual payments of 1.628 894 
similarly calculated. 


Cr -2 OO Or 0 
Ot © 2 Ot 2 +2 2 


2 OS OW Or cr Cr 
2 Ot Dd 0 © ~~ +2 


oo > 
a 
% Oo 
CO or 


328 








Sinking-fund Payments 








If no payments of either principal or interest were made until 
the maturity of the loan the result would be the same to the bor- 
rower and lender as if paid annually. 

(1) As a loan of 1.000 000 would accumulate with 5% 
compound interest in 10 years to 1.628 895, a loan of 12.577 890 
would accumulate on that basis to 12.577 890 1.628 895. 

(2) As 10 annual payments of 1.000 000 amount with 5% 
compound interest to 12.577 890, ten annual payments of 
1.628 895 under that method would amount to 12.577 890 
1.628 895, which is the same as the result of (1). 

It is not always possible to obtain as high a rate of interest 
on the sinking-fund as is paid on the loan. In that case the pay- 
ments to the sinking fund would be greater, but this involves a 
more complicated calculation than should be covered in this paper. 

Up to this point we have spoken of the repayment of a loan 
in so many periods of time. The first and second methods above 
mentioned apply of course to the amortization of a leasehold when 
the cost is known. Let us look at the subject now from another 
angle: What can I afford to invest in a lease running for ten 
years paying me an annual rental of $1,000.00 so that my invest- 
ment will be repaid by the end of the period with 5% interest? 
This is a sum in simple proportion. We have already shown that 
ten annual payments of 1.628 894 will repay a loan of 12.577 890 
in ten years including 5% interest, so that ten annual payments 
of 1 would repay a loan of 7.721 734. As the annual payments 
are $1,000.00 each the answer is $7,721.73. 

A shorter method, however, is to use the table of present 
values which is usually incorporated with a compound-interest 
table. This table is also based upon 1 but, in place of showing 
the amount to which 1 will accumulate it shows the amount which 
will accumulate to 1. The reasoning and proportionate results 
are exactly the same but questions like that just given can be 
answered with less work through the present-value table. 

As 1.000 000 will accumulate to 1.050 000 at 5% interest in 
one year, 1.000 000 is the present value of 1.050 000 due one 
year hence. Similarly 1.050 000 is the present value of 1.102 500 
due one year hence therefore 1.000 000 is the present value of 
1.102 500 due two years hence. As each succeeding term in an 
“Amount of 1” table at 5% is the prior figure multiplied by 1.05, 
so each amount in the table is the succeeding amount divided by 
1.05. For example, the third term is (1.05)* so that the second 
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term is (1.05)* divided by 1.05 or (1.05)?. The present value 
of (1.05)* due three years hence is 1, that is (1.05)* divided by 
(1.05)*. To obtain the present value therefore of any amount 
due m years hence we divide it by (1+7)". The following frag- 
ment of the table of present values of 1 at 5% represents 1 divided 
by (1.05)', (1.05)*, (1.05)* and so on. In order to save repeti- 
tion the “Present value of an annuity of 1” is here given in con- 
junction, this table being formed by addition as in the amount-of- 
annuity table previously explained: 
Periods Present Present 
value of I value of 
annuity of I 
.952 381 952 381 
207 029 1.859 410 
.863 838 2.723 248 
822 702 3.545 950 
.783 526 329 476 
.746 215 O75 692 
681 5.786 373 
839 . 212 
609 ; 821 
913 7.721 734 
And so on. 

The present value of an annuity, that is the amount which 
could be paid or lent now, to be returned by ten annual payments 
of $1,000.00 each which would include 5% interest on the loan, 
would be (1) the footing of lines 1 to 10 inclusive of the 
first column, (2) line 10 deducted from 1 and the result divided 
by the rate per cent or (3) the item on line 10 of the second 
column. In this case the result would be multiplied by $1,000.00, 
giving the answer computed by proportion ai the beginning of 
this discussion. 

If the first payment of the annuity is to be made in advance 
take one period less and add one to the result. The formula 


for the first table ist and for the second ae St 


1+" | 


1 


the latter symbol representing the compound discount on 1 for 
the entire term of n periods divided by the rate per cent per period. 

As 7.721 734 is the present value at 5% of an annuity of 1 
for ten years the present value at that rate of an annuity of any 
other amount for ten years would be that amount multiplied by 
7.721 734. 
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Similarly, if the amount of the loan be known the equal 
annual payments which would pay it off with interest in 10 years 
would be the loan divided by 7.721 734. If, for instance, the 
loan be 12.577 890 the annual payments would be 12.577 890 
divided by 7.721 734, which equals 1.628 894, as already shown 
by the table previously given. 

As in amounts, the above rules apply to all rates of interest 
and to all periods of time so long as the interest is compounded 
once each period at the stated rate per period. 

It sometimes happens that although a payment is made now 
the annuity will not begin for some years. For instance, an 
annuity might be purchased from a life insurance company by a 
man aged 45 to begin when he was 65. This is called a deferred 
annuity. To eliminate life contingencies, however, let us assume 
that in consideration of a payment made now an investment com- 
pany is to pay to some charitable institution a sum of $1,000.00 
per annum for 10 years but that the payments are to be deferred 
for 5 years. This would mean from an actuarial point of view 
that the first payment instead of being paid at the end of the first 
year would be paid at the end of the sixth, not fifth, year. So 
long as the investment company expects to be able to earn the 
same rate of interest during the first five years as during the next 
ten there are two methods of determining the purchase price: 
(1) From the present value of an annuity of 15 years deduct the 
present value of one for 5 years. (2) Find the present value of 
an annuity for 10 years and divide by (1-+7)° which will give the 
present value of that sum. 

If the company expects to be able to earn 6% during the 
first five years and 5% thereafter, the first method cannot be 
used and the divisor in the second method will be (1.06)°. 

If the student has reached this point and has understood the 
reasoning he has mastered what most beginners seem to find the 
hardest part of the textbooks on actuarial science, the applica- 
tion of the formule given to everyday subjects. The writer has 
not tried to invade the province of Finney, Sprague, Glen or 
other authors of excellent textbooks on the subject, but has tried 
to reach the student who considers these textbooks beyond his 
depth through having perhaps forgotten the small amount of algebra 
required. He hopes, however, that this foundation will lead 
beginners to a study of these textbooks which they will find ex- 
ceedingly interesting as well as instructive. 
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APPENDIX 


While all such problems may be worked out arithmetically 
this method is very cumbersome particularly if the payments are 
made and the interest is compounded at more frequent intervals 
than one year or if the interest is compounded at intervals more 
frequent than the payments. The following formule which are 
those used by Glen, whose textbook was suggested by the Insti- 
tute board of examiners before Mr. Finney’s book was published, 
are accordingly given and do not require to be understood to be 
used if the explanation given below is followed. They are based 
on an investment of 1. 


Explanation of Symbols 


1 actual interest earned per unit of time (usually a 
year) per unit invested (5% equals .05 on an in- 
vestment of 1) 

j nominal annual interest rate where interest is com- 
pounded more frequently than once a year e.g. 6% 
per annum compounded semi-annually: 7 is .06 


but 7 is .0609 or (14+—)1 


n number of units of time, usually years 
m number of times interest is compounded per unit 
of time 
p number of times payments of principal are made per 
; ’ - 
unit of time (each payment of ke 
(1+7)" amount to which 1 will accumulate in m periods with 


compound interest at rate i per period 
(1+-7)"—1 amount of compound interest on 1 for n periods at 
rate § per period 
(1+ )"™" amount to which 1 will accumulate in n periods with 
compound interest at nominal rate j per period 
compounded mm times per period (multiply m by n) 
» (power) the p root of the amount stated (1/2 or 2/4 would 
therefore mean square root) 
amount to which an annuity of 1 will accumulate in n 
periods at rate i. The first payment to be made at 
the end of the first period 
*n+1/—1 amount of an annuity due—similar to above except 
that the first payment is made at the beginning of 
the first period 
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“] present value of an annuity of 1 for m periods at rate 
i, the first payment to be made at the end of the 
first period 

*—1/+1 present value of an annuity due. 

Formule for Sinking Funds 
To find the amount to be deposited annually in a sinking fund 
earning rate 1 to meet a loan of * maturing in m years use the fol- 
lowing formule, which show the sum to which an annual pay- 
ment of 1 would amount, and divide x by the result. The amount 
to be provided for annual interest on the loan itself is in addition: 
If payments are made and interest is compounded annually. 

1+72)"—1 
1”) * ( +t 


If payments are made and interest is compounded more fre- 
quently but p and m are the same: 





(2) Using the nominal rate ;: 








“i (1+g)™—1 
_) = ; 
(3) Using the actual or effective annual rate i (if given): 


p{(1+t);—1} 


If p and mare different: 
(4) Using the nominal rate ;: 





wa (14+4)""—1 
n / = (1 + )"—1) 
P\ mp ; 
(5) Using the effective annual rate i: 
ae (1+7)"—1 





8 —_ 
i ° =A a 

In formule 2, 3, 4 and 5 multiply the result by p to obtain the 
divisor for the periodic payment. 

Example. Required the amount to be deposited annually in a 
sinking fund earning 5% to meet a loan of $100,000.00 maturing 
in 10 years. Divide $100,000.00 by the result of the appropriate 
formula. 

Formula 1. iis .05 and mis 10. Result 12.57789 

Formula 2. If made half yearly j is .05, m is 2 and mn is 20. 

Result 12.77232 
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Formula 3. If effective rate per annum is given as 5% i is 
.05 and p is 2 and 7 here means square root 


of 1.05. Result 12.73318 
Formula 4. If pis 4and mis 2. Result 12.85169 
Formula 5. If pis 4. Result 12.81132 
The results of 2, 3, 4 and 5 would as above stated be 
multiplied by 2, 2, 4 and 4 to obtain the divisors, but the basic 
amounts are stated to show more clearly the small differences in 
the results of more frequent compounding and payment. 
Formule for Repayment of Loans by 
Equal Instalments including Interest 
The formule are very similar to the above and show the 
amount of a present loan which would be repaid with interest by 
payments of 1 annually (including interest) for m years. The an- 
nual payments necessary to repay any stated amount would be the 
stated amount divided by the result of the formula. Using the 
same conditions and numbers as in sinking funds above: 
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Responsibility of Auditors 


By BERNARD RosE 


Responsibility may be defined as the state of being answerable 
or liable for one’s actions or failure to act under certain conditions. 
It may be divided into two parts, namely, “respond” and “ability,” 
which when connected by the preposition “‘with’’ would read: 
“Respond with ability.” From the lowest to the highest forms 
of animal life, responsibility is apparent and is exercised to a 
degree proportionate to the conditions affecting each level of 
existence. In our present complex society, each one of us has 
an important and closely correlated function and the progress of 
civilization is predicated on the degree of individual and collective 
responsibility with which we perform our duties. The economic 
structure of the world has been slowly strengthened and enlarged 
through centuries of strife and oppression, and today provides 
for us the many comforts and luxuries that science and invention 
—subsidized by capital—have created. 

Education, the most vital factor of all, has taught us the 
inter-dependence of individuals and nations. A close harmony 
of civilized peoples tends to eliminate useless destruction of 
life and property and will ultimately be the only means of 
perpetual peace. And yet, behind all this industrial and social 
progress, responsibility—that sub-conscious and absolutely essen- 
tial state of mind—has ever been present. The railroads, 
steamboats, electric light and gas plants, telephone and telegraph 
lines—in fact, every form of commercial endeavor has succeeded 
because the pioneers of those industries have ever been ready 
to recognize their responsibility to the world; and faith in them 
and their enterprises has quickly responded and remains unyielding. 

The national and international trade of the world, extending 
into billions of dollars annually, is transacted by contracts. And 
why? Because the contracting parties have faith in each other’s 
responsibility to fulfill obligations. As business increased through 
the centuries, nations had to establish national and international 
codes of ethics whereby trade could be conducted. Laws were 
passed regulating the individual’s rights and obligations and the 
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law-making bodies, handicapped as they were by lack of foresight 
and misunderstanding, have tried to accomplish the tremendous 
task of establishing a system of justice to all. ; 

The phraseology of statutes passed and the decisions of cases 
arising thereunder created a large demand for attorneys, and 
the legal profession of today is considered one of the foremost. 
It has had hundreds of years in which to develop into its present 
responsible state. The medical profession is as old as the world 
and diseases that were incurable years ago are now cured quickly 
and permanently. 

Using these two professions as examples, we naturally want 
to analyze the reason for their growth and recognition. The 
cause is the fact that sincere and ethical practitioners, having 
the love of their profession at heart, realized that they had an 
important mission to perform for society, accepted the responsi- 
bility for their actions and therefore laid the foundation for the 
people’s faith in their work. 

Today, a comparatively new profession is endeavoring to 
secure the people’s faith in the work it has to perform. Compared 
to the other professions, it is still an infant and is struggling 
to grow into healthy manhood. That new profession is 
accountancy. Handicapped as it is by lack of knowledge by the 
business world as to its functions and obligations, it is reénforcing 
the foundation laid for its world work and shows creditable 
promise for its future mission in the economic and social develop- 
ment of society. 

We, as members of this new profession, have a two-fold 
duty to perform. First, we must be ready to accept full 
responsibility for the work we do, so that our clients and all 
others interested will have faith in our profession. Second, we 
must educate the world as to the purpose of our work and its 
beneficial results to society in general. Perhaps the second duty 
will be made comparatively easy for the accountant if he will 
conscientiously adhere to the first. The good-will of every 
business—and a profession can be classed as a business—is 
absolutely dependent upon the faith placed in that business by 
others, and faith depends upon the individual’s degree of respon- 
sibility. 

In former years the public accountant was engaged usually 
to balance the books of account or to assist the bookkeeping 
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force in finding errors accumulated during the fiscal period. Then, 
as the several states adopted laws creating the certified public 
accountant and prescribing the more or less rigid qualifications 
necessary to practise as such, business began to engage account- 
ants for organization and dissolution, auditing and cost-analysis, 
systematizing and improvements in the general run of industry. 
Many accountants were called to conduct special investigations, 
especially those necessitated by misappropriation of funds and 
other assets. Meanwhile, universities throughout the country 
began to realize that an entirely new field of professional 
endeavor had been created, and added accounting courses to 
their curriculum. The federal and state income and capital-stock 
tax laws have educated and induced business men to engage 
expert accountants to assist in the preparation and filing of 
returns and claims. 

Because of this increasing recognition of the profession of 
public accountancy and the reliance placed upon practitioners 
by business, the accountant has had to adopt a code of rigid 
laws governing his responsibility, duties and ethics. If account- 
ancy is to remain on a plane with other professions, such as law 
and medicine, the accountant must be prepared to fulfill his 
duties and obligations, not only to his clients, but also to the 
public and to his chosen profession. In his engagements 
to audit books and report thereon he can no longer accept the 
oral statements of his client as to the assets and liabilities, but 
must secure such verifications as may be necessary from outside 
sources, conducting his audit “not as a bloodhound, but as a 
watch-dog.” His conclusions must be of impartial fairness, 
stating conditions as he finds them and not as he is told of them 
without any confirming evidence. 

Robert H. Montgomery, in his book Auditing Theory and 
Practice, clearly states the accountant’s obligations in the following 
quoted paragraph : 

Anyone who holds himself out as skilled in a profession is charged 
with a higher degree of responsibility than one who is inexperienced and 
who does not seek professional work. Acting in a professional capacity, 
an auditor must do more than ascertain the mere arithmetical accuracy 
of the accounts. If the accounts do not represent the true financial position 
of the undertaking under examination, and if the fact is apparent or can 
reasonably be deduced from the face of the accounts themselves, then the 


auditor is under a legal obligation to discover and disclose the true state 
of affairs. 
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Of course, the accountant is often limited by the client as to 
the extent of his investigation and audit, and in such cases he 
should always direct attention thereto in his report. But in no 
event should he certify to the amount of cash on hand or in bank 
unless he has absolute proof that such balance exists. It may 
sometimes be impossible to get other verifications (in that case 
it would be advisable for the accountant to consider withdrawing 
from the engagement); but the first commandment should be: 
“Verify cash.” 

There are cases on record in which auditors have been held 
liable for their neglect to make cash verifications, despite the 
accountant’s defense that he was not engaged to examine the 
cash. Since it is the most accessible asset and offers the most 
alluring temptations, anyone inclined to follow the lines of least 
resistance would direct his energy towards appropriating cash. 
Accountants have been held liable for professional negligence 
in many cases, particularly in England. The laws of Great 
Britain are prolific in decisions and enactments prescribing the 
liabilities and responsibilities of auditors. Following is a summary 
of a few of the more important: 


In re Leeds Estate Building & Investment Society, Lim. v. 
Sheperd, L. R. 36, Ch. Div. 787 (August 9, 1887). 


Dividends had been paid out of capital and the auditor had 
passed the account. It was held that it was the duty of the 
auditor in verifying the accounts of the company not to confine 
himself to verifying the arithmetical accuracy of the balance- 
sheet, but to inquire into its special accuracy and to ascertain 
if it contained the particulars specified in the articles of associa- 
tion and was properly drawn up to contain a true and accurate 
representation of the company’s affairs. 


In each of these years, L (the auditor) certified that the accounts 
were a true copy of those shown in the books of the company. That 
certificate would naturally be understood to mean that the books of the 
company showed (taking, for example, the certificate for the year 1879) 
that, on April 30, 1879, the company was entitled to “moneys lent” to 
the amount of approximately £150,000. This was not in accordance with 
the fact; the accounts, in this respect, did not truly represent the state 
of the company’s affairs, and it was a breach of duty upon L’s part to 
certify as he did with reference to them. The payment of the dividends, 
directors’ fees and bonuses to the manager actually paid in those years 
appears to be the natural and immediate consequence of such breach of 
duty; and I hold L liable for damages to the amount of the money so paid. 
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In re London & General Bank, 2 Ch. Div. 673 (1895). 


The auditor presented to the stockholders a certified balance- 
sheet as of February, 1892, without any reference to the report 
which he had laid before the directors. The assets of the bank 
audited were put down on the balance-sheet at far too high a 
figure, and this entry, though not misleading if explained (as it 
was to the directors), was seriously misleading in the absence of 
explanation. 


The court said: 


It is not part of an auditor’s duty to give advice either to directors 
or shareholders as to what they ought to do. An auditor has nothing to 
do with the prudence or imprudence of making loans with or without 
security. It is nothing to him whether the business of a company is being 
conducted prudently or imprudently, profitably or unprofitably. It is 
nothing to him whether dividends are properly or improperly declared, 
provided he discharged his own duty to the shareholder. His business is 
to ascertain and state the true financial position of the company at the 
time of the audit, and his duty is confined to that. But then comes the 
question: How is he to ascertain such position? The answer is: By 
examining the books of the company. But he does not discharge his duty 
by doing this without inquiry and without taking any trouble to see that 
the books of the company themselves show the company’s true position. 
He must take reasonable care to ascertain that they do. Unless he does 
this, his duty will be worse than a farce. Assuming the books to be so 
kept as to show the true position of the company, the auditor has to 
frame a balance-sheet showing that position according to the books, and 
to certify that the balance-sheet presented is correct in that sense. But 
his first duty is to examine the books, not merely for the purpose of 
ascertaining what they do show, but also for the purpose of satisfying 
himself that they show the true financial position of the company. * * * 
Such I take to be the duty of the auditor; he must be honest — that is, 
he must not certify what he does not believe to be true, and he must take 
reasonable care and skill before he believes that what he certifies is true. 

What is reasonable care in any particular case must depend upon the 
circumstances of that case. Where there is nothing to excite suspicion, 
very little inquiry will be reasonable and sufficient; and in practice, I 
believe, business men select a few cases haphazard, see that they are right 
and assume that others like them are correct also. Where suspicion is 
aroused more care is obviously necessary, but still an auditor is not bound 
to exercise more than reasonable care and skill even in a case of suspicion, 
and he is perfectly justified in acting on the opinion of an expert where 
special knowledge is required. 


In re Smith v. Shard, Liverpool assizes, May 11, 1906 
(Accountant, L. R. 1906 P. 65). 

The plaintiff’s cashier had embezzled about £700, and the 
plaintiff thereupon sued the auditor on the ground that the auditor 
should have detected the embezzlement. The defendant alleged 
that he had not been retained to make a complete audit, but that 
the only work he undertook was the stating of accounts between 
the partners. 
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The case was tried before a special jury which found for the 
plaintiff. 


In re Martin v, Isitt, decided before Lord Chief Justice Russell, 
in the queen’s bench division, March 3 and 4, 1898 (Acct. L. R., 
1898, p. 41). 

James Martin & Sons sued Islitt & Co., chartered accountants, 
alleging that as auditors they were negligent in failing to check 
the cashbook and the bank pass book, and that thereby a clerk 
was able to embezzle £612. 

The defendants had been retained to make monthly audits. 
They claimed, however, that they had been unable to conduct their 
work properly, owing to the tardiness of the plaintiff's book- 
keepers in giving them definite information on questioned items, 
whereby they were kept about six months behind in their audit. 
A trial of the case was begun, but the defendants settled during 
the course of the trial. 


In re Astrachan Steamship Company and Others, v. Harmood- 
Banner and others. (See “The Accountant Law Reports” of March 
17, 1900. Pages 49-50). 

The Astrachan Company was one of a series of five single- 
ship companies standing on the court list as plaintiffs, each 
company managed without directors by one William Weston 
Tapscott, a man of no great means, but who had been well known 
in Liverpool for his success in obtaining capital from people 
who were willing to subscribe for the building of the various 
ships severally owned by this group of single-ship companies. 
The Astrachan Company was registered in February, 1892, and 
Tapscott was appointed as manager, at a salary of £200 a year plus 
two and one half per cent. on the gross earnings of the steamer. 
As there were no directors, the only safeguard of the shareholders 
was the audit by the firm of the defendants who audited the 
accounts of the company and of the other single-ship companies 
which Tapscott managed. 

It appears that this company went into bankruptcy and 
Tapscott was imprisoned for embezzling funds of the company. 
The auditors did not detect the defalcation at their first audit 
in 1893. Briefly, what Tapscott did was to present the accounts 
of the various companies for audit at different times, and by 
keeping in hand a sum of money which went all around, he 
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contrived to balance each company’s cash account for a short 
period in turn. While the first audit of the defendants ought to 
have revealed this state of affairs to the shareholders, the second 
audit by the defendants exhibited a kindred state of affairs, but 
on a larger scale, the sum belonging to the Astrachan Company 
which Tapscott had on loan for his own use having increased. 
The interest on these loans was openly debited to Tapscott in 
the ledger of the company but the interest was never paid. 

It was not, as his honour had remarked, the business of the 
auditor to act as a detective, but he ought to be a watch-dog. 
Supposing things were kept out of the books altogether, the 
auditor would not be held responsible for that. The way, however, 
in which Tapscott borrowed money from this company, even to 
the extent of overdrafts at the bank, keeping large sums belonging 
to the company in hand until the eve of the audit, merely 
replacing those sums for the audit and again withdrawing them, 
was most significant. By allowing the shareholders to remain 
ignorant of the fact that their manager was continuously borrow- 
ing their money in large sums, the defendants caused the 
shareholders in this single company to lose a sum more than they 
would have lost had the defendants put a stop to the practice of 
Tapscott at the first audit when he had borrowed only a small 
amount. 

The evidence of well known chartered accountants of Liverpool, 
London and Manchester was then called. They all agreed that 
the state of things palpable on the face of the books of the 
Astrachan Company called on the defendants (1) to demand 
from Tapscott his special authority for borrowing the moneys 
of the company; (2) to report the position to the shareholders; 
(3) to have altered the item in the balance-sheet “cash in 
manager’s hands” to “cash borrowed by manager at 4 per cent. 
interest.” The defendants made a proposal to settle all the cases 
and paid the necessary sum of money. 

Our profession will grow as soon as we appreciate the serious- 
ness of our work and as rapidly as the world increases its faith 
in our responsibility. Two forms of the horror of responsibility 
are laziness and the fear of risk. The first must not and cannot 
be tolerated, and the second must be eliminated if we expect to 
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place our profession on the high level of esteem and honor to 
which it is entitled. 


Emerson says: 


A wise man will extend this lesson to all parts of life, and know that 
it is the part of prudence to face every claimant and pay every just 
demand on your time, your talents or your heart. Always pay; for first or 
last you must pay your entire debt. Persons and events may stand for a 
time between you and justice, but it is only a postponement. Life invests 
itself with inevitable conditions, which the unwise seek to dodge, which 
one and another brags that he does not know, that they do not touch him— 
but the brag is on his lips, the conditions are in his soul. If he escapes 
them in one part they attack him in another more vital part. If he has 
escaped them in form and in the appearance, it is because he has resisted 
his life and fled from himself, and the retribution is so much death. 
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Sources and Treatment of Surplus 


By TuHropore N. BECKMAN 


Until about a decade ago and also during the period of 
prosperity caused by war conditions, it is doubtful if a very large 
percentage of businesses had what might be called real balance- 
sheets. This condition of affairs was due largely to a lack of 
interest in such statements and of appreciation of their real value 
and significance on the part of the average business man. 
Balance-sheets were regarded merely as necessary evils used for 
the purpose of obtaining credit from a bank or to facilitate the 
floating of new or additional issues of securities. Quite often 
were they utilized for reports to various governmental agencies 
and commissions in compliance with some legal requirement. 

The preparation of the balance-sheet used to be as pleasant 
as the compilation of an income-tax statement and as interesting 
to read as the army regulations to the layman. Today, however, 
we are all interested in the balance-sheet. Every business man, 
whether manufacturer, banker or merchant, is reading balance- 
sheets. Directors of corporations are constantly endeavoring to 
discover the whys and wherefores of their respective businesses 
through the medium of these statements. In them they are 
attempting to find at least some of the reasons for the disappearance 
of the high profits made during the past few years, as well as 
the possibilities for their reappearance at some future predeter- 
minable time. In a word, the scope of the balance-sheet has 
been widened considerably and its purposes multiplied. It is 
ofttimes as entertaining as a novel and as important to the 
management as the income itself. 

With the above-mentioned facts in mind one will readily 
concede the urgent need that the utmost care be exercised in the 
preparation and display of the various items of this all-important 
statement. 

It is extremely unfortunate that as yet so few corporations 
have lived up to the strict and exacting requirements of accuracy 
in the display of at least some of the items of these statements. 
Especially is this true of the rather romantic items of the 
balance-sheet designated as “surplus” and “reserves,” whose more 
or less haphazard showing is in many instances both meaningless 
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and misleading. It is, nevertheless, a source of great satisfaction 
that so many business men are turning their attention to these 
subjects and it is my purpose to attempt to clarify the many 
varying and confusing meanings and uses of the first of these 
accounts. 

The term “surplus” may be considered either in a broad or 
narrow sense. Considered in the former sense it may be defined 
as the difference between the net worth of the business and the 
par value of the capital stock issued and outstanding. It is the 
excess of book or economic values over the amount which the 
liabilities and par value of the capital stock issued and outstanding 
represent. Where no-par-value capital stock has been issued, 
the surplus consists of the difference between the net worth of 
the corporation and the amount realized through the sale of the 
capital stock issued and outstanding. Where a value is assigned 
to the no-par stock by the directors of the corporation the surplus 
is determined the same way as if the stock had a par value equal 
in amount to that assigned to it by the directors. 

There is another usage in which the term means what is 
sometimes labeled as “stockholders’ surplus” or the amount of 
margin or leftover not required by the business and available 
for dividends. It is in the former and broader sense that the 
term will be used in this discussion. 

A surplus may arise through the following types of trans- 
actions : 

1. Payments directly by stockholders, forming the so-called 

“paid-in” surplus. 
2. Capital stock premiums and purchase by the company of 
its own securities below par. 
Stock assessments and conversion payments. 
Stock donation and gifts and contributions from outsiders. 
Sale of capital-stock assets for an amount in excess of 
their book value. 
6. Reappraising and writing up the book value of certain 
assets. 
?. Normal accumulations of profits as determined by the 
profit-and-loss account balances. 


~ 9° 


or 


Another classification may be added for the sake of complete- 
ness by applying the term surplus to the amount which arises 
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through the reduction of capital stock outstanding without 
recompense on the part of the corporation. This is sometimes 
practised during the abnormal conditions prevailing while a 
corporation is in process of reorganization and may be considered 
as an assessment. 

Paid-in surplus: It is desirable that paid-in surplus should 
consist only of sums paid in directly by the stockholders of the 
corporation, usually at the beginning of the business, as in case 
of banking and insurance institutions. The primary purpose of 
such subscriptions is to inspire confidence of the prospective 
depositors and policy-holders, respectively, by giving these 
organizations an appearance of greater strength than they would 
possess otherwise. Another purpose in paying in an extra amount 
is to enable the directors sooner to commence to declare dividends, 
there being no need for an accumulation of a surplus from earnings 
before dividends can be declared, as required by law in some 
states and by conservative business practice more generally. The 
stock in these circumstances is subscribed for an amount in 
excess of par, the excess going into a paid-in surplus fund. 

Sometimes the stockholders may be required to subscribe 
directly to the surplus fund in order to save the company from 
embarrassment due to unusually low credit. When an invest- 
ment house suffers extraordinary losses due to unwise selection 
or concentration of investments, the stockholders may be asked 
to subscribe directly to the company’s surplus and thus save 
its reputation and goodwill, so important to its future success. 
The same condition may arise when an insurance company is 
forced to make extra large payments to its policy-holders due to 
some catastrophe such as destruction of property by floods, etc. 
These payments may sometimes be in excess of the company’s 
legal reserves. To prevent an exhaustion of the institution’s 
surplus, which would be likely to impair its general credit, as well 
as to enable the company to meet its legal requirements the paid-in 
surplus is subscribed by the stockholders. It is, it seems to the 
writer, the intention of the stockholders in making the extra 
payments that should govern as to the proper designation and 
purpose of such surplus fund which is nothing more nor less than 
a true and only paid-in surplus. It is regarded accordingly as a 
part of the capital stock and seldom, if at all, used as a reserve 
for dividends. 
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Surplus from capital-stock premiums, etc.: When capital stock 
is sold at a premium the premium constitutes capital paid into 
the treasury of the company without a proportionate increase in 
its liabilities or proprietary-interest shares. This differs from 
amount paid directly into the paid-in surplus in that the intention 
and purpose of the stockholders in making these extra payments 
and the method of determining the exact amount of the excess 
above par to be added to the company’s treasury are different in 
all cases. Capital-stock premiums are paid by the stockholders 
because the book value of the stock warrants it—there already 
exists a surplus which will ultimately be divided among the 
proprietors. The possibilities for increased and more steady 
dividend payments are, therefore, greater and the value of the 
stock is consequently enhanced. Other things being equal, the 
greater the regularity of dividend payments and the higher the 
rate of the established dividend the higher the market value of the 
stocks and the greater the premium paid by purchasers. 

Stock premiums may be paid by the stockholders because of 
the expectation of a brighter future, greater earnings and conse- 
quent rise in the market value of the securities. This feature is 
of significance when securities are marketed on the up-grade of 
the business cycle. The speculative element is not a negligible 
item and often sends the prices of securities up many points higher 
than warranted by their book value and their immediate earning 
capacity. 

When a company purchases its own securities below par, the 
effect is to cancel a liability or proprietary-interest shares greater 
than the amount of assets withdrawn for the purpose. The nature 
of this surplus is the same as that arising from capital-stock 
premiums and is displayed in a similar manner. It is often 
advisable to set aside this kind of surplus to absorb and cancel 
possible stock discounts which are represented by fictitious assets. 
The result of such treatment would be to obtain an equilibrium 
between the actual net worth of the business and the par value 
of the stock or, at least, a showing of the real worth of the stock 
issued and outstanding. 


Surplus from stock assessments and conversions: During 
process of reorganization stockholders are frequently assessed 
a definite amount per share which brings about an increase in 
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proprietorship in the form of a larger surplus. Amounts thus 
received should be credited to surplus from assessments and 
subsequently may be used by the corporation for whatever purpose 
desired. It is highly desirable to earmark all these surpluses 
according to the sources which give rise to them in order properly 
to display on the balance-sheet the exact results of the normal 
operations of the business, if for no other purpose. 

In case of convertible issues of stocks, especially preferred 
converted into common at a high conversion ratio, the conversion 
privilege when exercised constitutes a decrease in the total par 
value of capital stock and a consequent increase in surplus. Let 
us assume for purposes of illustration that a certain issue of 
preferred stock is convertible within a certain stipulated time 
into the common stock, say, at 200. This means that whenever 
the privilege is exercised by the preferred stockholders the issuing 
corporation receives two shares of preferred, par value $100, for 
every share of the common, par value $100, given in exchange. 
Sometimes additional payments may be made by the common 
stockholders to convert their shares into preferred stock. This 
constitutes an actually realized profit and forms a part of the 
surplus. The same results are obtained when one form of bonds 
is converted into another form or when bonds are converted 
into stock at high conversion ratios. 

Donated surplus: Stock donations create an increase in propri- 
etorship on the books of the corporation and occasionally a real 
profit may result. At any rate the proprietorship is increased 
through a corresponding increase in the assets when the donated 
stock is sold for cash or other consideration, whereas the 
liabilities remain unchanged. 

Since a surplus arising from stock donations is usually 
accompanied by over-capitalization and thus represents fictitious 
assets, it is advisable to follow the policy of never distributing 
these amounts as dividends as long as the fictitious values remain 
unabsorbed nor until all moisture is squeezed out. The title 
itself is a sufficient indication of the nature of the surplus. It 
is virtually an appropriated surplus. 

Gifts and contributions from outsiders cause a real profit with 
no corresponding increase in the company’s liabilities or propri- 
etary-interest shares. A municipality or an association may 
donate a factory site and offer other similar gifts and bonuses 
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to induce a manufacturer to establish a plant in a certain locality. 
A donated-surplus account is thus created. If such gifts and 
contributions are outright and unconditional there appears to be 
no objection to the disposition of the surplus thus created in a 
manner similar to that in which earned surplus is distributed. 
However, as long as these gifts and contributions are to be reserved 
and remain undistributed, the earmarking of the amounts withheld 
as “donated surplus” will be sufficient indication of the intention 
of the board of directors. If these gifts are contingent upon the 
performance of some act on the part of the recipient corporation 
the designation of the amounts as “donated surplus” seems to 
be unavoidable. 


Surplus from sale of capital assets: A balance-sheet should 
display separately any surplus arising from the sale of capital 
assets for an amount in excess of their book value. The profits 
realized from the sale of such properties may be due to an 
appreciation in their value on account of rising prices generally 
or to an under-estimation of the life of the assets thus sold and 
a consequent over-estimation of the depreciation charges. In 
the latter case, there is every reason for reserving the profits 
as a capital-surplus account to absorb all possible losses suffered 
from the sale of other assets whose depreciation charges have 
been under-estimated due to an over-estimation of their life. 
3y keeping these entries out of the general surplus arising from 
accumulated earnings of the business, a great deal of confusion 
is avoided and the results of the normal conduct of the corporation 
can be shown more accurately. Capital surplus may or may not 
be available for dividends, depending largely upon its origin. A 
distribution of such a surplus as dividends is in some instances 
prohibited by law or contract. 


Surplus from appreciation: A surplus often arises through 
the acquisition of properties for which a smaller par value of 
securities is paid than the value of the assets acquired. Such 
surplus is similar to that arising from premiums paid on stock 
and may be treated in the same way. There may also be a 
readjustment of the book value of assets actually appreciated. 
Such a situation sometimes arises during the process of reorgan- 
ization when assets are written up to facilitate the floating of 
new issues of stocks and bonds made necessary by the change 
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in the financial structure. By-products of practically no value 
may become highly valuable to the parent corporation as a result 
of the formation of a subsidiary to utilize them. Amounts so 
derived are sometimes treated as capital surplus. The line of 
distinction between these two at best is faint. 

When a complete analysis of the various sources of surplus 
is desired such items should be displayed separately on the 
balance-sheet. On the other hand, there seems to be no harm 
in merging the surplus arising from appreciation with that derived 
from the normal operation of the business, provided the surplus 
is bona fide and not a product of manipulation for the sole purpose 
of distributing part of the capital as dividends to the stockholders, 
which not only is in opposition to sound and conservative 
management but also is prohibited by law. 


Earned surplus: Surplus arising from the normal accumulation 
of profits resulting from the ordinary operations of the business 
is commonly known as “earned surplus.” This surplus together 
with any other surplus which with propriety under some condi- 
tions may be merged with it should be disposed of somewhat as 
follows :— 

Earned surplus :— 

1. Appropriated surplus :— 

a. For special reserves :— 

1. Reserve for unprofitable improvements. 

2. Reserve for market fluctuations and commitments. 

3. Reserve for reinvestments. 

4. Reserve for future dividends. 

5. Reserve for insurance (when own insurance is 
carried or for uninsurable items, such as breach 
of contracts, etc). 

6. Reserve for changes in demand for the product, 
etc., etc. 

2. Unappropriated surplus :— 

a. Dividends. 
b. Balance carried forward. 
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Minority Interests in Inter-company Profits 
By W. T. SuNLEY 


Probably the most fascinating of all accounting problems are 
those dealing with consolidated statements and the intricate rela- 
tionships which they may present ; and one of the most interesting 
of these complications arises when one of the related companies 
has on hand at the date of the balance-sheets merchandise which 
another of the related companies has sold to it at a profit. 

The writer offers the proposition that the treatment of such 
unrealized inter-company profit in respect to minority holdings 
depends upon whether the minority interests are in the company 
selling the merchandise or the company buying the merchandise ; 
and it is the purpose of this article to offer reasons in support 
of that proposition. 

At the very beginning the whole basis of the proposition will 
meet opposition from those accountants who contend that the 
total inter-company profits included in the inventories of the 
affiliated companies should be eliminated or reserves created for 
them by a reduction of the majority interest in the surplus 
regardless of any minority interest in those profits. So let us 
give this matter first consideration. 

It has been offered by able accountants that the purpose of the 
consolidated balance-sheet, except when prepared for tax purposes, 
is to present the interest of the holding company’s stockholders 
and the interest of the minority stockholders in the values owned 
by the combined interests; and that the minority stockholders 
are outsiders as far as any related company is concerned and so 
are entitled to their share of any profit made on a sale to such 
related company. This argument may or may not be acceptable ; 
but let us view the matter from this angle: If we do not accept 
this argument, what other courses are open and how logical are 
the effects? It will perhaps be somewhat easier to follow if we 
assume a statement of facts and see what may be done with the 
figures. 

The Auto Company owns 80 per cent. of the capital stock 
of the Wheel Company. On December 31, 1922, their balance- 
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sheets were as follows (these balance-sheets are condensed to 
show only the necessary details) : 
WHEEL COMPANY 


Assets 
Netw 6.466 stn ce SEE $150,000 
Liabilities and net worth 
A RE Pe $100,000 
PROP eT Per rrr mere Se 50,000 
WOE bck ee hc be be ee $150,000 
AUTO COMPANY 
Assets 
SUE GUE. 8 oc ks 0 0ansk caveeasan $532,000 
Inventory of wheels .........0.0e0se% 110,000 
Investment in Wheel Co. ............. 120,000 
ie a ee eS ge ea er ae $762,000 
Liabilities and net worth 
Pree eer: UF te ey $ 62,000 
on eee ey 500,000 
SE coves ccksvistecepeeeeceneins 200,000 
SOD os vivian ummidins nee $762,000 


The inventory of wheels shown on the balance-sheet of the 
Auto Company represents wheels sold to it by the Wheel Company 
at 10 per cent. profit. 

These balance-sheets present no difficulty whatever. We may, 
apparently, elect to adopt either of the advocated methods without 
justifying sensible criticism. If we agree with those who advocate 
the reduction of the majority’s surplus by the amount of the 
total inter-company profits represented in the Auto Company’s 
inventory, the majority’s surplus will be calculated as follows: 


Surplus of Auto Company ........... $200,000 
Share of surplus of Wheel Company 

80% of GEO COS o...o.5 0 cease conden 40,000 

$240,000 

Deduct—Unrealized inter-company profits 10,000 


Majority’s surplus ............... $230,000 
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And the minority’s surplus will be, of course, 20 per cent. of 
the surplus of the Wheel Company, or $10,000. 

If we agree with those who advocate the reduction of the 
majority's surplus by the amount of the majority’s interest in the 
inter-company profits represented in the Auto Company’s inven- 
tory, the majority’s surplus will be increased. The calculation 
follows: 


Surplus of Auto Company ............ $200,000 
Share of surplus of Wheel Company, 
a Pf ee ere 40,000 


$240,000 
Deduct—Majority’s share of unrealized 
inter-company’s profits ....... 8,000 


7 


Majority’s surplus ............... $232,000 


Between the results obtained by the two methods there is 
a monetary difference of two thousand dollars, but this example 
does not seem to furnish much basis for establishing the real 
difference between the one and the other. This, perhaps, is one 
of the reasons why the difference is not readily seen; the average 
example obscures rather than reveals the fundamental difference. 
But let us shear the Wheel Company of all profits except the 
unrealized inter-company profit represented in the inventory of 
the Auto Company. Then the real effects of the methods will 
stand out clearly, unobscured by the other profits which hid 
them from view in our first example. 

Balance-sheets at December 31, 1922, were as follows: 


WHEEL COMPANY 


ee, «eee ack bie $110,000 
SEE Fi bdis'ss odo 0 osc dbeetectme $100,000 
A ee em 10,000 
pg | eee ee ee $110,000 
AUTO COMPANY 
Assets 
COD on cents ccacesusesverben $532,000 
Inventory of wheels ................. 110,000 
Investment in Wheel Company ........ 88,000 


Sek edeatan bens A Oene eae $730,000 
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Liabilities and net worth 


Ls. | Sis. o0 bmekabainds tomeons $ 30,000 
Coplenl steele: 5 «ac x ndiibncdnsadsvawses 500,000 
eer eee oe 200,000 

RNS > bc hie oacsshundaees fae $730,000 


The inventory of wheels shown on the balance-sheet of the 
Auto Company represents wheels sold to it by the Wheel Company 
at 10 per cent. profit. The surplus of the Wheel Company 
represents the profit made on the sale. 

Now, if we elect to eliminate the whole of the inter-company 
profit of $10,000, we must deduct it either from the majority 
surplus alone or pro rata from both the majority surplus and the 
minority surplus. 

If we decide to deduct the whole of it from the majority 
surplus, we shall have this effect: 

Minority surplus, 20% of $10,000...... $ 2,000 
Majority surplus: 

Surplus of Auto Company $200,000 

Surplus of Wheel Company, 


80% of 10,000 ...... 8,000 
$208,000 
Less—lInter-company profits. . 10,000 $198,000 


In other words, we shall say to the stockholders of the Auto 
Company: “Your surplus is reduced from $200,000 to $198,000 
because you purchased wheels from your subsidiary.” To put it 
another way, we insist that the Auto Company cannot include 
the profit because it has only transferred the wheels from. one 
company (department) to another, and no real sale takes place 
until the wheels are sold to an outsider; and yet we insist that 
by this transfer, on which no profit can be made, the company 
has made a loss! The inconsistency is very evident. 

Now, on the other hand, if we decide to deduct it pro rata 
from the majority surplus and the minority surplus, the minority 
stockholders will say: ““What, you say we have made no profit? 
Why not? We have sold $110,000 worth of wheels to the Auto 
Company and we have no interest in the Auto Company. So far 
as we are concerned, that profit is ours, and it is all we cam 
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possibly make on the sale.’ We cannot reply that the Auto 
Company is only another department of the Wheel Company; 
we cannot ignore the equity of the minority stockholders in this 
profit. 

So there is no other course open than to add the minority’s 
share of the profit to the inventory priced at the cost of the 
subsidiary’s production, thus: 


Inventory of wheels: 


At cost of subsidiary’s production .... $100,000 
Minority’s share of intercompany profit 2,000 
WD ocbea dice sates éietdsctaae $102,000 


But when the minority interest is in the company buying the 
goods, the situation is different. Let us see how that may be. 
Assume a reversal of the condition. The Wheel Company owns 
80 per cent. of the capital stock of the Auto Company. The 
balance-sheets at December 31, 1922, were as follows: 


WHEEL COMPANY 


Assets 
I GORE obs . Ks.ewtuws 5s awa as $120,000 
Stock of Auto Company .............. 80,000 
PEE as sedosesdscocncddaneiees $200,000 
Net worth 
COIN vcacecsncestcauatmenses $195,000 
RE. Sntithsnac.00eneds +0 cedeneoahe 5,000 
ME SONG ce bcc erdaserctecte $200,000 
AUTO COMPANY 
Assets 
I ai tienie tic Kdvdbin cies iB $ 45,000 
Inventory of wheels ............00000. 55,000 
SEE: 6 Gsdk bd.6 deck ie adn eS $100,000 
Net worth 
ee .. . obo Gciis eakes scans $ 50,000 
PEM? Sab whiscude ccs disessrdsee ens 50,000 
. Ore re ee ee $100,000 
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Again the inventory of wheels shown on the balance-sheet 
of the Auto Company represents wheels sold to it by the Wheel 
Company at 10 per cent. profit. The surplus of the Wheel 
Company represents the profit made on the sale. 

Now we can eliminate the whole of the inter-company profit 
of $5,000 and support it by good argument. We can say to the 
stockholders of the Wheel Company: “The Auto Company is in 
reality a department of the Wheel Company, and you cannot 
make a sale on which a profit is realized by merely transferring 
the wheels from your company to the Auto Company. There 
must be a sale made outside the combined companies.” ‘There is 
no loss to come back at us as there was under the first method 
in the previous case; there are no minority stockholders clamoring 
at us for recognition of their equity as there was under the 
second method in the previous case. 

To sum up, we cannot avoid the minority’s share of the profit 
in goods on hand with a related company when the minority 
holding is in the company which sold the goods. .But when the 
whole of the profit has been taken up by the holding company— 
in other words, when the minority interest is in the company 
which bought the goods—the whole of the inter-company profit 
may logically be eliminated. 
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EDITORIAL 


The great majority of accountants will 
Contingent Fees welcome the order of the secretary of the 
treasury under date of March 21, 1923, 
dealing with the moot question of contingent fees for income-tax 
engagements. Nearly all professions have had to wrestle with 
this question at one time or another in their histories, and although 
something approaching a decision has been reached in some 
instances there is still a wide diversity of opinion in regard to 
the propriety of a fee based upon results. At first glance it 
appears quite fair that a professional man undertaking certain 
work for his client should receive compensation commensurate 
with the success or failure of his efforts. It is quite plausibly 
argued that where results are unsatisfactory to the client he should 
not be expected to pay for services as he would pay in the case 
of greater achievement. In the law for many years, in fact ever 
since the beginning of advocacy, there has been a great tempta- 
tion to attract clientele by a proposition founded upon the theory 
of no-cure-no-pay. In the memorable case of Bardell against 
Pickwick the benevolence of the attorneys, Messrs. Dodson and 
Fogg, would have gone undiscovered had it not been for the 
evidence of one Samuel Weller. This case is fiction, but so 
familiar as to rank almost as history. It is founded upon the 
existence of a wide-spread custom in the English bar in the early 
part of the last century and it probably did much to bring about 
that reform in legal practice which led to the enactment of 
legislation prohibiting legal fees based upon the factor of success 
or failure. In medicine there may be more to be said in favor 
of contingent fees than in any other profession, but the basic 
principles are the same everywhere, and when analyzed we must 
come to the conclusion that payment for services rendered should 
depend upon the extent of those services rather than the results 
which the services accomplish. 
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Accountancy, as we all know, is the 
In Accountancy newest of the professions and it was to 
have been expected that the theory of 
contingent fees would find favor among many practitioners and 
also among some sections of the general public. The essential 
inequity of rendering services for which a fee may or may not be 
received has, however, been apparent in accountancy as in all 
other professions and there has been considerable feeling that the 
safest course lies in the avoidance of anything bearing even a faint 
resemblance to the application of the no-cure-no-pay doctrine. The 
American Institute of Accountants after many years of discussion 
finally resolved that the matter should be specifically covered by 
a clear rule of professional conduct and the following regulation 
for the members of the Institute was adopted by the council on 
the recommendation of the committee on professional ethics : 


No member shall render professional service, the anticipated fee 
for which shall be contingent upon his findings and results thereof. 


Since the approval of this rule there has been more or less 
frequent criticism of its all-inclusive phraseology and some 
accountants have expressed the opinion that there should be 
exceptions granting permission for certain kinds of fees dependent 
upon results. The rule, however, stands unamended and is 
probably observed strictly by most of the members of the Insti- 
tute. In the American bar there is a sentiment strongly averse 
to contingent fees, but in some cases such fees are permissible 
at present. This fact is one that is sometimes mentioned as an 
argument in favor of modification of the Institute’s rule. Most 
lawyers, however, would doubtless welcome the adoption of an 
equally effective rule by the legal profession. 


After the enactment of federal legislation 

In Tax Practice providing for excise and income taxation, 
followed by similar legislation in many 

states, the question of fees for representative service was again 
brought into prominence. When the high rates of taxation arising 
from necessities of war were involved the question became one of 
the utmost importance. Claims for refund, abatement and recon- 
sideration multiplied enormously and it became necessary that 
accountants should appear before the taxing authorities, national 
and state, to present claims on behalf of their clients. Many of the 
cases were of doubtful issue and clients frequently raised objection 
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to payment of fees for services which might readily be without 
satisfactory results. One of the effects of this condition and the 
growth of the contingent-fee idea was an acquiescence on the part 
of taxpayers in the presentation of claims which had no real merit. 
The ordinary man of business might quite easily consent to making 
a claim on the understanding that it would cost him nothing 
unless the decision were in his favor. It would be impossible to 
estimate the number of unfounded claims which were thus 
presented by attorneys, accountants and other agents which would 
never have burdened the administration of the law had all such 
efforts involved proper compensation for services rendered. 
Furthermore the possibility of obtaining large results was so 
alluring that the number of persons ready to undertake the pres- 
entation of claims increased to an alarming extent. All sections 
of the country have been infested with so-called ‘“‘tax experts” 
and others, and it is doubtful if any business house has escaped 
the solicitation of such people. Scores of men have left the 
treasury department and gone out to bring relief to the suffering 
taxpayer on the altruistic principle that if their efforts fail no 


harm is done. 
Finally the evil had reached such a point 
The Treasury that it became necessary that action of 
Takes Action some kind should be taken by the treasury 
to bring to an end a condition which was 
a public scandal, and the following order was issued: 


“To the heads of all treasury offices, attorneys and agents practising before 
the treasury department and others concerned: 

“Paragraph 6 (e) of treasury department circular No. 230, dated 
April 25, 1922, prescribing regulations governing practice before the 
treasury department, provides as follows: 

‘While contingent fees may be proper in some cases before the 
department, they are not generally looked upon with favor and may 
be made the ground of suspension or disbarment. Both their reason- 
ableness in view of the services rendered and all the attendant circum- 
stances are a proper subject of inquiry by the department. The 
commissioner of internal revenue or the head of any other treasury 
bureau or division of the secretary's office may at any stage of a pending 
proceeding require an attorney or agent to make full disclosure as to 
what inducements, if any, were held out by him to procure his employ- 
ment and whether the business is being handled on a contingent basis, 
and if so, the arrangement regarding compensation.’ 

In order to carry out these provisions of the regulations, all attorneys and 
agents and others practising before the treasury department or any of its 
bureaus or offices, including particularly the bureau of internal revenue, 
are required, from this date and until further notice, to file with the chief 
clerk of the treasury department, in duplicate, a signed declaration in 
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writing, stating whether or not the business in which the attorney or agent 
appears before the department is being handled on a contingent basis, and, 
if so, on what basis and under what arrangements regarding compensation. 
Specific declarations, giving the names and descriptions of the cases, must 
be filed in accordance with this order covering each case now pending or 
that may hereafter be pending before the treasury department; provided, 
however, that any attorney or agent not practising before the department 
on a contingent basis may file with the chief clerk of the treasury depart- 
ment, in lieu of these specific declarations, a general affidavit, in duplicate, 
stating that he is not handling any business before the treasury department 
on a contingent basis and that he will not handle any business before the 
treasury department on a contingent basis without first giving specific notice 
to the department and filing a declaration in duplicate as above required. 
Every such affidavit must state the treasury offices before which the attorney 
or agent proposes to practise, and notice of the filing of the affidavit will 
be transmitted by the chief clerk to the heads of all such offices, as well 
as to the committee on enrolment and disbarment. 

“The chief clerk of the treasury department will transmit the originals 
of all declarations and affidavits filed hereunder to the committee on 
enrolment and disbarment, and the duplicates, or copies thereof, to the 
heads of treasury offices before which cases in which the attorney or agent 
appears may be pending. 

“All treasury offices will be expected to enforce strictly the provisions 
of this order, and before admitting any attorney or agent to appear before 
the department in any case will require satisfactory evidence that either 
the specific declaration or the general affidavit has been filed with the chief 
clerk as required by this order; provided, however, that nothing herein 
contained shall be deemed to prohibit any attorney or agent from con- 
tinuing to appear in any case already pending before the department if the 
declaration or affidavit required by this order shall be filed by April 15, 
1923.” 


It has been made evident that the treas- 
Not Purely ury’s rule is not a purely academic 
Academic enunciation of a principle. The rule is one 
which the officers are expected to enforce. 
This is demonstrated by the fact that in order to permit all agents 
to comply with the requirement an extension of time has been 
granted. A revised order dated April 9th provides that “all 
treasury officers will be expected to enforce strictly all provisions 
of this order and before admitting any attorney or agent to appear 
before the department in any case will require satisfactory 
evidence that either the specific declaration or the general affidavit 
has been filed with the chief clerk as required by this order; 
provided, however, that nothing herein contained shall be deemed 
to prohibit any attorney or agent from continuing to appear in any 
case already pending before the department if the declaration or 
affidavit required by this order shall be filed by May 15, 1923.” In 
other words the treasury will give attorneys and agents abundant 
opportunity to reform if reform be needed, but when that oppor- 
tunity has passed the rule will apply in all cases. 
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It is understood that approval of the 

Approved by treasury’s order has been expressed by 

Institute the bar and it has been indicated to the 

treasury that the legal profession will be 

glad to codperate in all proper ways to assure the effective enforce- 

ment of the regulation. The council of the American Institute of 

Accountants held its regular meeting on April 9th and after 
discussion adopted the following resolution: 


RESOLVED, That the council of the American Institute of Account- 
ants regards with approval the recent order of the secretary of the treasury 
directed against contingent fees in tax practice; and that the secretary of 
the treasury be advised that the American Institute of Accountants some 
years ago adopted a rule of professional conduct specifically prohibiting all 
contingent fees and will be glad to codperate with the government in every 
proper way to ensure the execution of this treasury order. 


The treasury, therefore, has behind it and beside it the 
cooperative assistance of the two professions principally concerned, 
and it is sincerely hoped that by coordinated effort the evil inherent 
in contingent fees may be practically abolished. There has been 
so much criticism of the administration of tax laws and the 
tax-paying public has been so copiously bled by tax experts that 
it is all the more necessary that the treasury should be unrelenting 
in its enforcement of one of the best rules which it has ever 
promulgated. 


What is the essential truth concerning a 

The Principle contingent fee? It seems to us that it 
Involved may be briefly and clearly explained in a 

few words. From the taxpayer’s point 

of view the facts are these: He has overpaid or been over-assessed 
a certain sum of money. If this is true the money so involved is 
or should be his. It is his property and he has a right to hold or 
obtain it without dividing what is his with anyone else. The man 
who drops his pocket-book on the street may offer a generous 
amount to compensate the one who returns it to him, but the finder 
who makes the return to the loser has no legal right to a share of 
the contents. Most of us would be ashamed to accept a gratuity 
for a demonstration of simple honesty. If, however, the search 
for the lost pocket-book involves time and effort it is quite right 
that a fair fee for the service should be paid. The value of the 
contents of the pocket-book should have no bearing upon the 
extent of the fee. The service is the same whether $1 or $10,000 
be involved. From the point of view of the attorney or agent the 
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matter is equally clear. A service is rendered or to be rendered 
involving a definite amount of knowledge, ability and time. It is 
altogether unjust to expect that such service shall be rendered 
gratis. It is worth to the seller so much and to the buyer so much 
and no more. There is no factor of success or failure in the 
value of service rendered in such cases. To revert to our analogy 
of the lost pocket-book—the only thing that sets a price upon 
the effort of the finder is the extent of his effort. He has no 
possible right to consider himself entitled to a share of the pocket- 
book’s contents. And the argument advanced by some friends 
of contingent fees that their fees are moderate although contingent 
is reminiscent of the plea in a game-law case that it was only a 
very small rabbit. 


Whenever state legislatures are much in 

Biennial Silly session one of the chief amusements of 
Season legislators appears to be the attempt to 
revise, modify or abolish laws providing 

for the registration and certification of public accountants. Every 
two years we come into a period of legislative activity when most 
of the state legislatures assemble for the sins of the country, and 
it is a rare exception to find a record of a session in which some 
bill has not been introduced which would make radical changes 
in the regulatory acts dealing with accountancy. This present 
year is one of the most prolific in this sort of entertainment. 
Many persons who have been unable to obtain their certificates 
as certified public accountants have gained the ear of legislators 
and bills of all sorts and conditions have been introduced and in 
some cases seriously considered. The great trouble with C. P. A. 
legislation is that it has not been so framed as to permit everyone 
who desires certification to obtain it. There are scores of book- 
keepers who seem to have been omitted from the provisions of 
the law and whose unwillingness to be examined calls for special 
consideration of state legislatures. Some of the amending bills 
have been unbelievably silly. They would not be worthy of a 
moment’s consideration had there not been some danger of their 
enactment. They range all the way from a reopening of waiver 
clause to complete abolition of the existing law and the substitution 
of a new one which would admit everybody. Fortunately the 
American Institute of Accountants through its committee on state 
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legislation has been able to take an active and effective part in 
combating undesirable amendment, and it now seems likely that 
we shall pass through the dangerous period without serious injury 
to the profession. But it is regrettable that it should be necessary 
to keep so vigilant a watch. It might be a good plan to establish 
a department of education in the Institute for the inculcation of 
some fundamental principles of business, accounts and finance in 
the minds of legislators present and to be. It would be an active 


department. 


A reader in the course of comment 

Examination concerning the examinations of the Insti- 
Answers tute makes a plea for the publication of 
official answers, and as his comments 

express quite a common view the following extracts are presented: 


Your attention is directed to the advertisement appearing upon the 
first cover of THE JouRNAL or AccounTANCYy for March, 1923, under the 
subject of “Examination Questions.” An excerpt of that insertion is 
quoted below for convenience. 

“It is contrary to the policy of the board of examiners to make 
known any of its official answers.” 


In reading over that statement, the thought struck me that an organi- 
zation of the type of the American Institute of Accountants might have 
exercised good judgment in the adoption of that rule by the board of 
examiners for the past several years. 

The thought that I desire to convey in this letter is that it is now the 
proper time seriously to consider the abandonment of that rule, and that the 
American Institute of Accountants through the function of the board of 
examiners can commendably set forth their official answers and solutions 
to all examination questions propounded. To refrain from doing so prob- 
ably has avoided considerable arguments, correspondence, etc., and possibly 
other reasons. 

As far as I personally know, there is no state board of examiners that 
permit a publishing of their official answers and solutions to examination 
questions and it would be most commendable for the American Institute 
of Accountants to be the first organization to take this stand and show 
student, profession, the practitioners and the general public their position 
on accounting subjects. 

I personally fail to see any greater danger in the board of examiners 
demonstrating to the public their position on any certain subject than would 
occur in the publication of an article or a book by an individual or groups 
of individuals. 

The fact is that practitioners and probably more particularly the student 
profession are eager and anxious to obtain official advice that appear in 
various examinations. As it now stands, an applicant in an examination 
has no way of knowing wherein he failed to meet the requirements of the 
board of examiners, and, in fairness to each applicant, he is certainly entitled 
to that information. 

You are respectfully requested to publish this letter in THe JourRNAL 
or AccouNTANCY in order that other members may express their view- 
points upon this subject and we trust some day the idea conveyed herein 
may be capitalized for the advancement of the profession. 
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The suggestion that official answers should be published has 
been considered many times by the board of examiners and in all 
probability would have been adopted had it been at all feasible to 
do so. There are, however, reasons for not publishing the 
answers which seem to be conclusive, and the fact that, as our 
correspondent says, state boards are not in the habit of making 
known their official answers seems to indicate recognition of 
the difficulties on the part of all those interested in the conduct 
of examinations. The Institute board has been averse to making 
public any official answers because in many cases no two account- 
ants would be likely to answer the same question in exactly the 
same way. Sometimes, indeed, no official answer is designated 
and it is the duty of the examiners to give credit for the general 
intelligence and knowledge displayed by each candidate. In cases 
in which the Institute has official answers they are always looked 
upon more as a general guide than as a rule, and answers widely 
divergent from such official answers may be given high rating. 
The board feels, therefore, that if it were to supply the official 
answers they might be extremely misleading, apart altogether from 
the fact that they would doubtless lead to endless disputation. 
The JourRNAL oF ACCOUNTANCY has endeavored to imeet the 
requirements of the case by publishing unofficial answers in the 
Students’ Department. Mr. Finney and his collaborators offer after 
every examination what in their opinion are the correct answers. 
They may and probably do vary considerably from the opinion 
of the board of examiners in many instances, but it is safe to 
say that a candidate presenting answers as good as those appearing 
in the Students’ Department need have no very serious fear of 
failure. If the board itself were to publish its official answers 
it might lead to injustice to the candidates who having ability and 
a fair knowledge of accounting would present answers differing 
from the official form and to whom credit could not be given 
so readily as under the present elastic method. 


With the laborites in parliament singing 

Excess Profits “The Red Flag,” Senator Borah voicing 
Again his views on Russia and Senator LaFol- 

lette being his own dear self, it is not a 

matter of astonishment that among the hideous evidences of 
capital’s infamy the excess profits of corporations should again 
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be under attack. We are threatened with an effort on the part of 
the next congress to reénact a grotesque and suicidal tax on all 
profits in excess of the amount which it is supposed should accrue 
to business or industry. This sort of threat will meet with wide 
approbation. Its merits will be snarled from soap boxes 
in Madison Square and a section of the daily press will be 
greatly stirred. Business has been improving, people have been 
making money and income taxes have increased beyond all expec- 
tation; therefore it is time that something should be done to 
check the progress of industry and commerce. Nothing can be 
quite so effective a brake on the wheels of progress as a so-called 
excess-profits tax. The beautiful part of the theory of taxation 
of this kind is that it is so quickly felt. Confiscation soon leads 
to a point where there is nothing to confiscate. Excess-profits 
are timid things and will soon disappear if subject to taxation. 
3usiness which is not allowed to be remunerative has no stimulus 
to activity. If we care to rise to the rare altitude wherein no 
one earns more than his neighbor and all is pure and beautiful— 
as we see it, for example, in Russia today—let us by all means 
so far as in us lies penalize energy and success. It is true that 
the president of the United States and the secretary of the 
treasury apparently have no sympathy with the advanced thoughts 
of Comrades Brookhart, La Follette, Borah, et al.; but a strange 
and wonderful congress has recently left us; an even more 
wonderful is coming; and we know not what will be. Secretary 
Mellon has recently said several things about the excess-profits 
tax that should find their way into every primer written for the 
use of legislators. 


Accountants have recently drawn atten- 

Right to Examine tion to the fact that revenue agents have 
Working Papers been attempting to take advantage of 
section 1305 of the revenue act of 1918 

and of section 1308 of the revenue act of 1921 providing that the 
commissioner shall have authority to examine any books, papers, 
etc. bearing upon the taxability of the taxpayer and may require 
the attendance of the person making the return “or any other 
person having knowledge in the premises, and may take his testi- 
mony in reference to the matter required by law to be included in 
such return.” Acting upon this provision revenue agents have 
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called upon accountants in some cases to present their working 
papers for examination and have claimed that they had a right to 
insist upon this demand. In one case the revenue agent in charge 
of an office has expressed the opinion that the provision will be 
used more and more in the future. Accountants generally have 
been able to escape from the difficulty by pointing out to revenue 
agents that working papers could not be produced except with the 
consent of the client. Inasmuch as these communications are 
usually intended to be confidential the mere asking for such consent 
from the client would prevent the secrecy desired. The attempt 
to obtain the working papers would therefore defeat its own 
purpose. There is some question as to the powers of the commis- 
sioner to demand more than legal testimony. Information in the 
possession of an accountant is at second hand and is therefore 
not in the category of legal testimony. This is a matter which 
may be of increasing interest to accountants and it is desirable 
that there should be a definite understanding of the rights and 
privileges of both revenue agents and accountants. 
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Epitep By STEPHEN G. Rusk 


Treasury decisions published in this month’s issue of THE JouRNAL OF 
AccouNTANCY have to do with amortization, recovery of taxes by suit, 
refund, credit and abatement adjustments, and a rule laid down by Judge 
Hand of the United States district court for the southern district of New 
York, by the application of which one can determine whether a farm is 
operated for pleasure or profit. 

The latter decision is readable, if not of the utmost general appeal. A 
certain lawyer had owned a farm for many years prior to 1913 and sought 
in the years 1913 and 1914 to deduct the losses he sustained in the operation 
of it from income derived from other sources on the ground that the farm 
represented an enterprise entered into for profit. During the years 1913 
and 1914, the operating expenses of the farm exceeded $16,000 in each 
year and the gross income $1,100 in one year and $1,600 in the other. 
It was shown, however, that in addition to this gross income the “farmer” 
had used considerable quantities of the farm products for the sustenance 
of his own family. Confronted by this state of affairs the court made the 
following rule by which it can be determined whether or not the operation 
of a farm can be held to be “an enterprise entered into for profit”: 

“In determining whether a farm is run for pleasure or for profit the 

relative amount of receipts and expenditures and the expectation of 

gain or profit are the controlling factors.” 

It is shown in treasury decision No. 3445, that a suit to recover taxes 
voluntarily paid without protest cannot be maintained against the collector 
of internal revenue but must be brought against the United States. This 
decision, together with those having reference to recovery of taxes erro- 
neously assessed are becoming daily more and more important to taxpayers 
as the auditing of returns by the department of internal revenue becomes 
more active. As a result of this auditing many taxpayers receive state- 
ments from the department that an additional tax liability has been found 
and is to be assessed against them for prior years, and they are given 
thirty days to file an appeal against the assessment and they may have a 
conference with the income-tax unit during the said thirty days. If no 
appeal is made nor conference had, a claim for abatement will not be 
entertained, as the taxpayer has been given opportunity to protest the tax. 
After the tax is assessed there are rules showing how and to what extent 
the taxpayer may act to effect recovery, and it is important to be well 
versed in these matters if one is to obtain a full hearing of his case. 
These rulings are sound and made with the view to expediting the work of 
the department, but in some cases their strict observance will work a hard- 
ship upon the taxpayer. The department from time to time modifies these 
rulings and it is quite important to keep in touch with its attitude with 
reference to this subject. For example, one who seeks to represent a tax- 
payer at a conference before the treasury department must be enrolled as 
attorney or agent in its books; he must show whether or not, and to what 
extent, his fee for acting as representative of a taxpayer is contingent upon 
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the result of his work, and he must present a power of attorney showing 

his right thus to represent his client. 

The rule recently issued upon the subject of contingent fees is very 
interesting to members of the American Institute of Accountants who have 
had opportunities to witness the growing evil of fees for tax services based 
upon the success of the “expert” in making a fight for taxes erroneously 
assessed. Treasury decisions in this issue bearing upon the subject of 
recovery of taxes are 3445, 3450 and 3457. 

Paragraph (2) of article 184 of regulations 62 has been amended by 
the inclusion of a paragraph as to the valuation of vessels of foreign 
ownership for amortization purposes. 

TREASURY RULINGS 
(T. D. 3444—February 27, 1923) 
Income tax—Act of October 3, 1913—Decision of court 

1. Depuctions—BusINEss ExPENSES. 

Under Section II (B) of the income-tax act of October 3, 1913, 
“business expenses” can not be deducted from gross income unless the 
enterprise was entered into with the intention of making a gain or profit. 
2. SAME—FARMING EXPENSES. 

In determining whether a farm is run for pleasure or for profit the 
relative amount of receipts and expenditures and the expectation of gain 
or profit are the controlling factors. 

3. SAME—BUuRDEN OF PROOF—EVIDENCE. 

Where for two years the expenses of a farm were over $16,000 each 
year and the income only $1,100 one year and $1,600 the other year, and 
there was no evidence of increased income or reduced expenses in other 
years, the evidence was held insufficient to sustain the burden of proving 
that the farm was being operated as a business for profit. 

4. Same—Prior DscisIons. 

Wilson v. Eisner (282 Fed. 38) and Plant v. Walsh (280 Fed. 722), 
distinguished. 

The following decision of the United States district court for the 
southern district of New York in the case of Archibald G. Thacher, et al., 
executors of the last will and testament of Julien T. Davies, deceased, Vv. 
John Z. Lowe, Jr., former collector of internal revenue, is published for 
the information of internal-revenue officers and others concerned. 

Unitrep States District Court For THE SOUTHERN DisTRICT oF 

New York. 

Archibald G. Thacher et al., executors of the last will and testament of 
Julien T. Davies, deceased, plaintiff, v. John Z Lowe, Jr., ex-collector 
of internal revenue, defendant. 

[November 22, 1922] 
OPINION OF THE COURT ’ 

L. Hann, Judge: The question in this case is a narrow one, and is 
merely whether the farm which Mr. Davies operated during his lifetime 
at his residence on Long Island was a “lawful business carried on for 
gain or profit.” I have no doubt that a lawyer can operate a farm for 
profit. However unlikely it may be that he will succeed in the enterprise, 
the enterprise may, in fact, be intended as a business. But it is equally 
clear that a lawyer may run a farm merely as an adjunct to his country 
place, and between the two the test appears to me to be only of his actual 
intention. Moreover, in ascertaining that intention I can see no escape 
from making the crux of the determination his receipts and expenditures. 

In this case we have only the evidence of two years, during each of 
which the expenses of the farm were over $16,000, while there was an 
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income in one year of only $1,100 and in another of $1,600. That is all 
we have to go on, and it is quite evident that in those two years not only 

was there no profit, but there was a very heavy loss. There is no sugges- 
tion that at any previous time Mr. Davies had made any money out of the 
farm. He lived off it in part, he and his family, by getting his supplies 
from it, and that is properly to be considered as a part of his profits. Still 
there is no evidence of the value of those supplies or that added to his 
returns they made the venture profitable. The plaintiff has the burden, 
and it is difficult to imagine how a farm which has been running the 
number of years which this had could be thought capable of turning a 
deficiency of 90 per cent. into a profit. 

This is a different case from Wilson v. Eisner. There Mr. Wilson ran 
a racing stable in Kentucky and he made money on it for about a third 
of the time, though for two-thirds of the time he lost. The circuit court 
of appeals said that as he had sworn that he was running it as a business 
and in the hope of making money, the judge ought to have believed him 
and ought to have directed a verdict for him, corroborated as he was by 
the evidence of past years. In Plant v. Walsh, Judge Thomas thought 
that Mr. Plant’s farm, which was very like this farm, was a business. 
First, it appeared affirmatively that Mr. Plant had just begun the farm, 
and although it had not yet begun to be profitable he said that he expected 
to make it so. Hence, Judge Thomas thought that he was already con- 
ducting it for “gain or profit.” But the learned judge went on to say 
obiter in addition that he did not think because the farm was conducted 
only for the pleasure of the owner and as a part of his estate as a 
country gentleman it was any less a business. 

With the utmost deference I can not altogether agree with that state- 
ment. It does seem to me that if a man does not expect to make any gain 
or profit out of the management of the farm, it can not be said to be 
a business for profit, and while I should be the last to say that the 
making of a profit was not in itself a pleasure, I hope I should also be 
one of those who agree there were other pleasures than making a profit. 
Indeed it makes no difference whether a man is engaged in a business 
which gives him pleasure, if it be a business; that is irrelevant, as was 
said in Wilson v. Eisner. But it does make a difference whether the 
occupation which gives him pleasure can honestly be said to be carried 
on for profit. Unless you can find that element it is not within the 
statute, and I can not see in this case even the first intimation of a reason 
to suppose that Mr. Davies in his lifetime carried on this farm with the 
hope of a profit, or that if he had not got anything else out of it except 
the money which he did get he would have kept on. 

I will therefore direct a verdict for the defendant. 

(Pursuant to the direction the jury returned a verdict in favor of 
the defendant.) 
(T. D. 3445—February 27, 1923) 
Income tax—Revenue act of 1918—Decision of court 


1. VotuntARY PAYMENT—PRoTesT—RECOVERY OF TAXES BY SUIT. 

A suit against a collector of internal revenue to recover taxes paid 
voluntarily and without protest can not be maintained. 
2. Same—Section 252, Revenue Act or 1918. 

Section 252 does not give a right of action against the collector nor 
eliminate the necessity for payment of taxes under protest as a prerequi- 
site to suit. 

3. Section 252, Revenue Act or 1918, ConstrRuep. 

Section 252 of the revenue act of 1918 is intended to give the com- 
missioner power to credit or refund overpayments of taxes where no 
claim for refund is filed by the taxpayer and was enacted to permit the 
commissioner, of his own volition, upon discovery of any overpayment, to 
credit or refund the same notwithstanding the provisions of section 3228, 
Revised Statutes. 
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4, JUDGMENT AFFIRMED. 

The judgment of the United States district court (280 Fed. 413, T. D. 
3308) is affirmed. 

The following decision of the United States circuit court of appeals, 
second circuit, affirming the judgment of the United States district court 
for the southern district of New York in the case of Benjamin Fox v. 
Wiliam H, Edwards, collector (T. D. 3308), is published for the infor- 
mation of internal-revenue officers and others concerned. 


Unitep States Circurir Court oF APPEALS FOR THE SECOND CrRcuIT. 


Benjamin Fo., plaintiff in error, v. William H. Edwards, defendant in error. 
Writ of error to the United States District Court for the Southern 
District of New York. 

Before Rocers, Hoven, and Manton, Circuit Judges. 

Rocers, Circuit Judge: The plaintiff commenced this action against 
the defendant, at the time involved collector of internal revenue for the 
second district of New York, to recover the sum of $1,279.79. 

The complaint alleges that on March 15, 1919, plaintiff filed with 
defendant, who was then collector of internal revenue, a return of his net 
income for the calendar year 1918, showing a net income of $25,919.35, 
and on the 15th days of the months of March, June, September, and 
December of the year 1919 paid to defendant in quarterly installments the 
sum of $3,910.08 as and for a tax upon his net income for the year 1918, 
which tax had been computed by plaintiff and appeared by the return to 
be due. In computing his net income for 1918 plaintiff alleges that he 
failed to deduct an alleged loss of $15,283.33 sustained in that year. Con- 
sequently, on March 15, 1921, two years after the filing of the original 
return, plaintiff filed with defendant an amended return for the year 
1918 showing a net income of $10,636.02 and a total tax liability of only 
$907.76. Demand was then made upon defendant for the sum of $3,002.32 
and a claim for refund of the same filed with the commissioner of internal 
revenue. 

The plaintiff, apparently without waiting for action by the commis- 
sioner, applied the sum of $1,722.53 by claim of credit against his income 
tax for the year 1920, and no action having been taken by the commis- 
sioner of internal revenue within six months on the claim for refund, 
brought suit against defendant in error to recover the balance. 

To the complaint setting forth these facts defendant demurred upon 
the ground that it did not state facts sufficient to constitute a cause of 
action. The ground of the demurrer was that plaintiff having paid his 
tax voluntarily and without protest, showed no right to recover the same 
in a suit against defendant personally. 

The court below sustained the demurrer and dismissed the complaint 
upon the merits. The only question presented is: May a taxpayer who 
pays his tax voluntarily and without protest based upon figures for which 
he alone is responsible, but who subsequently discovers that he has made 
a mistake, bring an action against the collector who received his voluntary 
payment, to recover the amount of the alleged overpayment, where such 
overpayment was due not to any action on the part of the collector or of 
any other taxing official but solely to the taxpayer’s own error. 

The plaintiff relies on section 252 of the revenue act of 1918, which 
reads as follows: 

Sec. 252. That if, upon examination of any return of income 
made pursuant to this act, the act of August 5, 1919, entitled “An 
act to provide revenue, equalize duties, and encourage the industries 
of the United States, and for other purposes,” the act of October 3, 
1913, entitled “An act to reduce tariff duties and to provide revenue 
for the government, and for other purposes,” the revenue act of 1916, 
as amended, or the revenue act of 1917, it appears that an amount of 
income, war-profits, or excess-profits tax has been paid in excess of 
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that properly due, then, notwithstanding the provisions of section 

3228 of the revised statutes, the amount of the excess shall be credited 

against any income, war-profits, or excess-profits taxes, or installment 

thereof, then due from the taxpayer under any other return, and any 
balance of such excess shall be immediately refunded to the taxpayer: 

Provided, That no such credit or refund shall be allowed or made 

after five years from the date when the return was due, unless before 

the expiration of such five years a claim therefor is filed by the 
taxpayer. 

The Supreme Court in the City of Philadelphia v. the Collector 
(5 Wall. 720) had under consideration the right to recover back money 
paid for taxes. The plaintiffs had sued to recover the sum of $26,875.57 
which they had paid under protest and which the collector had demanded 
of them as for internal revenue duties. The court, while it recognized 
the right to recover in an action at law in a proper case money illegally 
exacted for taxes, said: 

Appropriate remedy to recover back money paid under protest on 
account of duties or taxes erroneously or illegally assessed is an action 
of assumpsit for money had and received. Where the party volun- 
tarily pays the money he is without remedy, but if he pays it by 
compulsion of law or under protest, or with notice that he intends 
to bring suit to test the validity of the claim, he may recover it back, 
if the assessment was erroneous or illegal, in the action of assumpsit 
for money had and received. 

When a party, knowing his rights, voluntarily pays duties or 
taxes illegally or erroneously assessed, the law will not afford him 
redress for the injury; but when the duties or taxes are illegally de- 
manded, and he pays the same under protest or gives notice to the 
collector that he intends to bring a suit against him to test the validity 
of the claim, the collector may be compelled to refund the amount 
illegally exacted. 

The principle that taxes voluntarily paid can not be recovered back 
is thoroughly established. It has been so declared in the following cases 
in the supreme court: United States v. New York & Cuba Mail Steam- 
ship Co. (200 U. S. 488, 493, 494); Chesebrough v. United States (192 
U. S. 253); Little v. Bowers (134 U. S. 547, 554); Wright v. Blakeslee 
(101 U. S. 174, 178) ; Railroad Co. v. Commissioners (98 U. S. 541, 548); 
Lamborn v. County Commissioners (97 U. S. 181); Elliott v. Swartwout 
(10 Pet. 187). And there are numerous like cases in other federal courts: 
Procter & Gamble Co. v. United States (281 Fed. 1014); Vaughan v. 
Riordan (280 Fed. 742, 745); Beer v. Moffatt (192 Fed. 984, affirmed 209 
Fed. 779); Newhall v. Jordan (160 Fed. 661); Christie Street Commis- 
sion Co. v. United States (126 Fed. 991); Kentucky Bank v. Stone (88 
Fed. 383) ; Corkle v. Maxwell (7 Fed. Cas. 3231). 

And the rule of the federal courts is not at all peculiar to them. It 
is the settled general rule of the state courts as well that no matter what 
may be the ground of the objection to the tax or assessment if it has been 
paid voluntarily and without compulsion it can not be recovered back in 
an action at law, unless there is some constitutional or statutory provision 
which gives to one so paying such a right notwithstanding the payment 
was made without compulsion: Adams v. New Bedford (155 Mass. 317) ; 
McCue v. Monroe County (162 N. Y. 235) Taylor v. Philadelphia Board 
of Health (31 P. St. 73); Williams v. Merritt (152 Mich. 621); Gould v. 
Hennepin County (76 Minn. 379); Martin v. Kearney County (62 Minn. 
538); Gar v. Hurd (92 Ills. 315); Slimmer v. Chickasaw County (140 
Iowa, 448); Warren v. San Francisco (150 Calif. 167); State v. Chicago 
& C. R. Co. (165 No. 597). 

And it has been many times held, in the absence of a statute on this 
subject, that mere payment under protest does not save a payment from 
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being voluntary, in the sense which forbids a recovery back of the 
tax paid, if it was not made, under any duress, compulsion, or threats, 
or under the pressure of process immediately available for the forcible 
collection of the tax.—Dexter v. Boston (176 Mass. 247); Flower v. Lance 
(59 N. Y. 603) ; Williams v. Merritt (152 Mich. 621); Oakland Cemetery 
Association v. Ramsey County (98 Minn. 404); Robins v. Latham (134 
No. 466); Whitbeck v. Minch (48 Ohio St. 210); Peebles v. Pittsburgh 
(101 Pa. St. 304); Montgomery v. Cowlitz County (14 Wash. 230); Cin- 
cinnatt & C. R. Co. v. Hamilton County (120 Tenn. 1). 

The principle that a tax or an assessment voluntarily paid can not be 
recovered back is an ancient one in the common law and is of general 
application. See Cooley on Taxation (vol. 2, 3d ed. p. 1495). That 
eminent authority also points out that every man is supposed to know the 
law, and if he voluntarily makes a payment which the law would not 
compel him to make he can not afterwards assign his ignorance of the law 
as a reason why the state should furnish him with legal remedies to 
recover it back. And he adds: 

Especially is this the case when the officer receiving the money, 
who is chargeable with no more knowledge of the law than the party 
making payment, is not put on his guard by any warning or protest, 
and the money is paid over to the use of the public in apparent 
acquiescence in the justice of the exaction. Mistake of fact can 
scarcely exist in such a case except in connection with negligence; 
as the illegalities which render such a demand a nullity must appear 
from the records, and the taxpayer is just as much bound to inform 
himself what the records show. or do not show, as are the public 
authorities. The rule of law is a rule of sound public policy also; it 
is a rule of quiet as well as of good faith. and precludes the courts 
being occupied in undoing the arrangements .of parties which they 
have voluntarily made, and into which they have not been drawn by 
fraud or accident, or by any excusable ignorance of their legal rights 
and liabilities. 


But the question presented must be decided upon the language of 
section 252 hereinbefore set forth in this opinion. In the cases within 
the purview of the section the right of the taxpayer to so much of the 
tax as he has paid in excess of that properly due is not made to depend 
upon whether it was paid under protest. The nature of the section must 
be regarded, as in the case of the statute before the court in United 
States v. Hvoslef (237 U. S. 1, 12), and so regarded it negatives any 
intent that a protest should be necessary. In this case as in that the right 
of repayment is established by the express terms of the statute itself. 


The section is intended to give the commissioner of internal revenue 
power to credit or refund overpayments when no claim for a refund is 
filed by the taxpayer. Prior to that enactment the commissioner had no 
authority to credit or refund overpayments of taxes unless appeal was 
duly made to him in the manner prescribed by section 3220 of the revised 
statutes. 

Section 252 of the act of 1928 has nothing whatever to do with the 
collector of internal revenue or with an action against him. The power 
or duty to make refunds under the section is vested not in the collector 
but in the commissioner of internal revenue. The commissioner, prior to 
the enactment of section 252, had no authority to credit or refund over- 
payments of taxes unless appeal was duly made to him in the manner 
prescribed by section 3220 of the revised statutes, which read: “The com- 
missioner of internal revenue * * * is authorized, on appeal to him made, 
to remit, refund, and pay back all taxes erroneously or illegally assessed 
or collected * * *.” And the appeal had to be made within two years 
after the cause of action accrued, as required by section 3228. 
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That being the condition of the law congress enacted section 252 of 
the act of 1918. The primary purpose of that enactment was to permit 
the commissioner of his own volition upon discovery of any overpayment 
to credit or refund the same notwithstanding the provisions of section 3228 
of the revised statutes, and to limit the time within which he could make 
such credit or refund to “five years from the date the return was made.” 
The section does not in express terms purport to give the taxpayer a 
right to sue for the recovery of the excess in the tax paid. It simply 
defines the powers and duties of the commissioner in correcting over- 
payments which he finds have been made. It was intended to protect the 
commissioner in making refunds which ought to be made even though 
no claim for refund was filed, or though the two-year period for filing 
claims prescribed by section 3228 had expired. 

Taxes erroneously paid or illegally exacted may be recovered— 

1, From the commissioner of internal revenue under section 3220 of 
the revised statutes heretofore referred to. 

2. Through an action at law brought against the United States. This 
is by virtue of the so-called Tucker act (Judicial Code, sec. 24, par. 20, 
ch. 397, 24 Stat. 635) being held that a suit may be maintained directly 
against the United States for the recovery of taxes wrongfully assessed 
and collected—Emery, Bird, Thayer, Realty Co. v. United States (198 
Fed. 242, 249); Christie Street Commission Co. v. United States (136 
Fed. 326). 

8. Through an action aaginst a collector who wrongfully exacted the 
tax and who may be sued for such money as he is not entitled to retain.— 
Smietanka v. Indiana Steel Co. (257 U. S. 1); Sage v. United States (250 
U. S. 33). 

But in Eliiott v. Swartwout (10 Pet. 137), the court held that the 
collector was not liable in an action to recover the excess duties mistakenly 
collected unless protest was made at the time of payment or notice was 
given to him not to pay the money over to the treasury. The principle 
applied was the one applied to agents in private transactions—that a 
voluntary payment to an agent without notice of objection would not 
subject the agent to liability he having paid it over to his principa!, but 
that payment with notice or with a protest might make the agent liable 
if in despite of the notice or protest he paid the money over to his prin- 
cipal. But after an act of congress required collectors to pay over such 
moneys it was held that the personal liability was gone—Cary v. Curtis 
(3 How. 236). But later statutes, as pointed out in Smietanka v. Indiana 
Steel Co., supra, recognize suits against collectors in such cases. 

In our opinion section 252 of the act of 1918 was apparently designed 
to counteract the effect of section 3228 of the revised statutes which 
limited refunds to a period of two years after the tax had been paid, and 
it relates to the matter of obtaining a credit or a refund from the com- 
missioner. If it impliedly gives a cause of action, about which we are 
not now called upon to express an opinion, it is a cause of action against 
the United States. It does not confer a right to bring an action against 
the collector in cases in which no liability otherwise existed. 

Judgment affirmed. 

(T. D. 3448—March 5, 1923) 
Income tax—Amortization allowance 
Computation of replacement cost of foreign-owned vessels for amorti- 
zation purposes. 

Paragraph (2) of article 184 of regulations No. 62 is hereby amended 
to read as follows: 

In the case of property not included in (1) above, the value shall be 
the estimated value to the taxpayer in terms of its actual use or employ- 
ment in his going business, such value to be not less than the sale or 
salvage value of the property and not greater than the estimated cost of 
replacement under normal post-war conditions less depreciation and 
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depletion. Upon the basis of the costs prevailing at the latest pre-war 
date at which a reasonably normal market existed the commissioner shall 
in respect of basic material and labor costs determine and publish ratios 
of estimated post-war costs of replacement, and a taxpayer shall use such 
ratios in computing a claim for a tentative allowance for amortization. 
Such tentative allowance may be redetermined on or before March 3, 
1924, at the request of the taxpayer or by the commissioner. 

However, as to a vessel of a foreign corporation, a foreign partner- 
ship, or a non-resident alien, the estimated replacement cost under normal 
post-war conditions shall be the fair average cost in the country in which 
owned, of a vessel of similar size, type, speed and equipment for the 
period beginning March 3, 1921, and extending to March 3, 1924, costs 
for the unexpired portion of this period to be estimated as nearly as 
practicable. 

Special record of all property falling in (1) above, must be preserved 
by the taxpayer, and the commissioner must be notified with the next 
tax return (a) if, after having been in good faith permanently discarded 
or dismantled, property shall in any case be restored to use because of 
conditions not forseen or anticipated at the time it was discarded; or (b) 
of the selling price, if sold. 

(T. D. 3450—March 13, 1923) 
Income tax—Refund, credit, and abatement adjustments 

Section 252, revenue act of 1921—Article 1031 (a), Regulations 

No. 62, amended. 

Article 1081 (a), regulations No. 62, is hereby amended to read as 
follows: 

Refund, credit, and abatement adjustments——Reduction of internal- 
revenue assessments and adjustments of overpayments of revenues will 
be accomplished in one of three ways: 

(a) On the basis of an application submitted by a taxpayer on form 
843, together with appropriate supporting evidence to be filed in the office 
of von rag of internal revenue of the district in which the tax is 
assessed. 

(b) On the basis of a certificate of overassessment prepared by the 
appropriate administrative unit in the bureau in each case in which an 
overassessment of tax is disclosed through the audit of a return. 

(c) On the basis of a blanket claim, a schedule of taxes found to 
be uncollectible, or a schedule of duplicate payments and overpayments 
due to obvious error on all forms of taxable returns submitted by a 
collector of internal revenue. 

In cases covered by (b) the taxpayer need not file a claim. Proper 
adjustment will be made in the bureau and notice thereof forwarded to the 
taxpayer. However, after the expiration of five years from the date when 
any return was due no adjustment of overpayments may be made by the 
bureau unless a claim for refund or credit has been filed within the time 
prescribed by law, except in cases where invested capital is decreased by 
the commissioner due to the fact that the taxpayer failed to take adequate 
deductions in previous years. See section 252 of the statute and article 


1037. 
(T. D. 3457—March 17, 1923) 
Refunds and credits 

Section 252 of the revenue act of 1921 was amended by an act 
approved March 4, 1923 (Pub. 527), effective as of the date of its approval, 
to read as follows (the portion added by the amendment is underscored) : 

(a) That if, upon examination of any return of income made pur- 
suant to this act, the act of August 5, 1909, entitled “An act to provide 
revenue, equalize duties, and encourage the industries of the United States, 
and for other purposes,” the act of October 3, 1913, entitled “An act to 
reduce tariff duties and to provide revenue for the government, and for 
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other purposes,”’ the revenue act of 1916, as amended, the revenue act of 
1917, or the revenue act of 1918, it appears that an amount of income, 
war-profits or excess-profits tax has been paid in excess of that properly 
due, then, notwithstanding the provisions of section 3228 of the revised 
statutes, the amount of the excess shall be credited against any income, 
war-profits or excess-profits taxes, or installment thereof, then due from 
the taxpayer under any other return, and any balance of such excess shall 
be immediately refunded to the taxpayer: Provided, That no such credit 
or refund shall be allowed or made after five years from the date when 
the return was due, unless before the expiration of such five years a claim 
therefor is filed by the taxpayer, or unless before the expiration of two 
years from the time the tax was paid a claim therefor is filed by the 
taxpayer: Provided, further, That if the taxpayer has, within five years 
from the time the return for the taxable year 1917 was due, filed a 
waiver of his right to have the taxes due for such taxable year determined 
and assessed wurthin five years after the return was filed, such credit or 
refund shall be allowed or made if claim therefor is filed either within 
six years from the time the return for such taxable year 1917 was due or 
within two years from the time the tax was paid: Provided further, 
That if upon examination of any return of income made pursuant to the 
revenue act of 1917, the revenue act of 1918, or this act, the invested capital 
of a taxpayer is decreased by the commissioner, and such decrease is due 
to the fact that the taxpayer failed to take adequate deductions in previous 
years, with the result that an amount of income tax in excess of that 
properly due was paid in any previous year or years, then, notwithstanding 
any other provision of law and regardless of the expiration of such five- 
year period, the amount of such excess shall, without the filing of any 
claim therefor, be credited or refunded as provided in this section: And 
provided further, That nothing in this section shall be construed to bar 
from allowance claims for refund filed prior to the passage of the revenue 
act of 1918 under subdivision (a) of section 14 of the revenue act of 1916, 
or filed prior to the passage of this act under section 252 of the revenue 
act of 1918. 


(b) Where a tax has been paid under the provisions of section 221 
or 237 in excess of that properly due, any refund or credit made under 
the provisions of this section, or section 3228 of the revised statutes shall 
be made to the withholding agent unless the amount of such tax was 
actually withheld by the withholding agent. 


Until March 4, 1923, the effective date of this amendment to section 
252, a claim for refund or credit of an amount of income, war-profits 
or excess-profits taxes, erroneously or illegally collected, could be allowed 
after five years from the date when the return was due, even though such 
claim was not filed by the taxpayer until after the expiration of the five 
years, if such claim was presented to the commissioner of internal revenue 
within four years next after payment of the tax. (T. D. 3416.) After 
March 4, 1923, however, the effective date of the above amendment to 
section 252, a claim for credit or refund may be allowed or made after 
five years from the date when the return was due only in those cases where 
before the expiration of such five years a claim therefor is filed by the 
taxpayer, or where before the expiration of two years from the time the 
tax was paid a claim therefor is filed by the taxpayer. 

In those cases, however, where the taxpayer has, within five years 
from the time the return for the taxable year 1917 was due, filed a waiver 
of his right to have the tax due for such taxable year determined and 
assessed within five years after the return was filed, a claim for credit or 
refund may be allowed or made after five years from the date when the 
return was due if claim therefor is filed either within six years from the 
time the return for the taxable year 1917 was due or within two years 
from the time the tax was paid. The effect of this amendment is to grant 
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to those taxpayers who, prior to the expiration of the period within which 
an additional assessment could be made, filed a waiver for the year 1917, 
an additional year in which to present their claims for refund or credit 
of the excessive tax paid for the year 1917, with the result that in such 
cases the claim may be entertained if filed either within six years after 
the return was due or within two years from the time the tax was paid. 
The statute provides for the extension of the period within which a claim 
may be filed in cases where the taxpayer has filed a waiver of his right 
to have the taxes due for the taxable year 1917 determined and assessed 
within five years after the return was filed, and the waiver provided for 
therein does not involve the consent in writing, provided for in section 
250(d) of both the commissioner of internal revenue and the taxpayer to 
a determination, assessment, and collection of the tax at a time later than 
five years from the time the return was filed. Consequently, the accept- 
ance by the commissioner of a waiver filed by a taxpayer within five years 
from the time the return for the taxable year 1917 was due, is not 
necessary in order to bring the case under the second proviso of section 
252, as amended, and to extend the period within which a claim for refund 


ova, 


may be filed to six years from the time the return for such year was due. 


The act further amends section 252 to provide that where a tax has 
been paid by a withholding agent in excess of that properly due, the 
refund or credit of such excess amount shall be made to the withholding 
agent, unless the amount of such tax was actually withheld by the with- 
holding agent. 

Section 3226 of the revised statutes was amended by an act approved 
March 4, 1923 (Pub. 527), effective as of the date of its approval, to read 
as follows (the portion added by the amendment is underscored) : 


No suit or proceeding shall be maintained in any court for the 
recovery of any internal-revenue tax alleged to have been erroneously 
or illegally assessed or collected, or of any penalty claimed to have 
been collected without authority, or of any sum alleged to have been 
excessive or in any manner wrongfully collected, until a claim for 
refund or credit has been duly filed with the commissioner of internal 
revenue, according to the provisions of law in that regard, and the 
regulations of the secretary of the treasury established in pursuance 
thereof. No such suit or proceeding shall be begun before the 
expiration of six months from the date of filing such claim unless the 
commissioner renders a decision thereon within that time, nor after 
the expiration of five years from the date of the payment of such tax, 
penalty, or sum, unless such suit or proceeding is begun within two years 
after the disallowance of the part of such claim to which such suit or 
proceeding relates. The commissioner shall within 90 days after any 
such disallowance notify the taxpayer thereof by mail. 

This amendment of section 3226 allows the bringing of a suit or pro- 
ceeding for the recovery of any internal-revenue tax alleged to have been 
erroneously or illegally assessed or collected within two years after the 
disallowance of the part of a claim for refund or credit to which such 
suit or proceeding relates, even though such suit is not brought within 
five years from the date of the payment of the tax. The statute requires 
that the commissioner shall notify the taxpayer by mail of the disallowance 
of a claim for refund or credit within ninety days after such disallowance. 

Regulations No. 62 will be amended to make the changes necessitated 
by the amendments to section 252 of the revenue act of 1921 and section 
3226 of the revised statutes. 


375 








Students’ Department 
Epirep sy H. A. FINNEY 


Letters have been received from several readers requesting solutions 
to the following problem: 
PROBLEM 


The Universal Manufacturing Company has an authorized capital 
stock of $1,000,000.00, of which $650,000 was outstanding on January 1, 
1921. The par value of this stock is $100 per share. The company owns 
all the stock of the United Manufacturing Company, which consists of 
750 shares of common stock of the par value of $100 per share. The 
price paid by the Universal Manufacturing Company for this stock was 
$200 per share, and the purchase was made prior to January 1, 1921. 

The following is the trial balance of the Universal Company to 
December 31, 1921: 


Capital stock (common) outstanding...... $650,000 
ee GUND RIE o cncce ccccccccccteccs $300,000 
Raw materials, inventory 12/31/21 ........ 70,000 
Work in process do GE chbiw. ca pan 57,000 
IE 2 ids Ginn odees ae docu capen 1,385,000 
I SE 504s 60 RR 116,000 
Le ee Re ee ee 74,000 
i NE td awiam.0' kbs wwe tee 77,500 
Reserve for depreciation ...............+. 50,000 
Investment United Co. stock .............. 150,000 
Dividends received United Co. stock ...... 12,000 
Te, ND. ok wccnceccovscdiacee 1,500,000 
Cash discounts earned .............cc00e0. 13,500 
| rr eee 16,000 
I IID as opie s.0s ciccikinesasivseens 60,000 
General office expenses .........-..0ee008 100,000 
PEE EE TMB a 6c 3's 00 es 0005s soni 25,000 
IE CURIE 6 oie oda 6 UE CBe vc cone sn nedvee 50,000 





$2,353,000 $2,353,000 








The inventory of raw materials on hand January 1, 1921, amounted to 
$55,000, and the purchases for the year 1921 amounted to $597,000. 

The inventory of finished goods on hand December 31, 1921, amounted 
to $120,000. 

The inventory of goods in process at January 1, 1921, was $40,000 and 
at December 31, 1921, shows $30,000 for material, $15,000 for direct labor 
and $12,000 for burden. 

Direct labor for the year cost $400,000, and the burden was 80% of 
such labor. 

On December 31, 1921, the company declared a dividend of 10% on its 
stock, payable January 15, 1922. 

The Universal Company as owners of all the capital stock of the 
United Company decides to dissolve the latter company and take over its 
business. To carry out its intentions the Universal Company directs the 
United Company to revise its accounts so as to show the true production 
cost and profits for the year 1921 and correct inventories at December 31, 


1921. 
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_ The following is the trial balance of the United Company before 
adjusting the accounts as directed: 


0 eR i re ee oe $ 75,000 
TONE 20. cn win aes daa patna eosaa nade 30,000 
Pinel and spies: ooo es ks $ 40,000 
Accouihe MRIUROD | obi. occa ois cece 32,100 
Raat SII: oki isc oc0o cccc canedaeetbeds 25,000 
Se I I ooo cain, eae ees s calbele 16,000 
PR EE che) alias cSaeensewd obdan 213,200 
Loan payable Universal Co. ............... 25,000 
Reserve for depreciation .................. 12,300 
SUD I ae aha Bk ans wo MMe 200,000 
EUR CN oss a's ccacdic noe eed eee 3,000 
SI GD doco acura ase: ci ven ou amas 2,000 
oe es re ope 5,000 
ge een garters fee ve 12,000 





$ 345,300 $ 345,300 








The inventories at January 1, 1921, were: raw materials $21,000; finished 
goods $18,000; goods in process $20,000, of which $10,000 was for raw 
materials, $5,000 for direct labor and $5,000 for burden. The inventory of 
finished goods at December 31, 1921, amounted to $34,000. 

Purchases of raw materials for the year 1921 amounted to $75,200; the 
cost of direct labor was $60,000, and the burden charged was 100% of 
such labor. An analysis of the charge for burden discloses: superinten- 
dence, indirect labor, depreciation and factory expenses, $42,000; selling 
expenses $8,000; and general office expenses $10,000. 

On June. 30, 1921, the company declared a dividend of 8%, payable 
July 15, 1921; and on December 31, 1921, a dividend of 8% was declared 
and paid. 

The adjustments having been made, the Universal Company agreed 
with the United Company to purchase the assets of the latter company at 
the book values, and gave its cheque for the purchase price less the 
advances made to the United Company. The United Company then 
declared and paid a cash dividend equal to the corrected surplus, redeemed 
its capital stock at par, canceled it and surrendered its charter. All of 
this was done as of January 1, 1922. 


Required of candidates as to the Universal Company: 
(1) Statement showing sales, production cost of goods sold, and gross and 
net profits for the year 1921. 
(2) Balance-sheet at December 31, 1921, and at January 1, 1922, after 
absorbing the United Company. 
(3) Necessary journal entries, with explanations. 
(4) Working papers to show how results were determined. 
Required of candidates as to the United Company: 
(1) Statement of sales, cost of sales, and profits before and after making 
corrections ordered. 
(2) Balance-sheets before and after making all corrections. 
(3) Working papers to show how results are determined. 
SOLUTION. 
Although the requirements as to the holding company are stated first 
in the problem, it is necessary to prepare the subsidiary company’s state- 
ments before those of the holding company can be prepared. 
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THE UNITED MANUFACTURING COMPANY 
PROFIT-AND-LOSS STATEMENT FOR THE YEAR ENDED DECEMBER 31, 1921 
(Before adjustments) 


i ee $200,000.00 
Less cost of sales: 
Goods in process, January 1, 1921. $ 20,000.00 
Raw materials: 
Inventory, January 1, 1921..... $ 21,000.00 
NE ne on os cn a kts cnheale & aatard 75,000.00 
BE Sista ha bandos dowad eweucas 96,200.00 
Deduct inventory, Dec. 31, 1921 25,000.00 71,200.00 
SN ts aks od 60,000.00 
Burden: 


Superintendence, indirect labor, 
depreciation and factory expense 42,000.00 











eer rte Perera 8,000.00 

General expense ............... 10,000.00 60,000.00 
RR, Re een 211,200.00 
Deduct goods in process, Dec. 31, 1921 16,000.00 
Cost of goods manufactured ...... 195,200.00 
Add inventory of finished goods, 

meee 3. THA. wicwnvcnawwews 18,000.00 

REAR Sk ac 213,200.00 
Deduct inventory of finished goods, 

December 81, 1921 ........... 34,000.00 179,200.00 
Gross profit on sales ............... 20,800.00 
EE ee ee 8,000.00 
Ree GO WE as csisiet ctads x's 2,000.00 1,000.00 
Net profit for the year ............ 21,800.00 


Tue UniteD MANUFACTURING COMPANY 
BALA NCE-SHEET, DECEMBER 31, 1921 
(Before adjustments ) 


Plant and mach’y $40,0C0 Capital stock $ 75,000 
Less reserve for Loan payable to Uni- 

depreciation 12,300 $ 27,700 versal Co. 25,000 
Accounts receivable 32,100 Surplus: 
Raw materials 25,000 Balance Jan. 1, 1921 30,000 
Good in process 16,000 Add profits 
Finished goods 84,000 for 1921 21,800 
Cash 5,000 —— 

Total 51,800 


Deduct div. paid 12,000 39,800 


$139,800 $139,800 
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The problem requires that adjustments be made to show the true pro- 
duction cost and profits for the year and the true value of the inventories 
at the end of the year. The adjustments are required because a burden 
rate of 100% was used, while the true burden was only 70% of the direct 
labor. Profits for the year are misstated because of the errors in the closing 
inventories and also because of possible misstatements in the opening 
inventories. The analysis of the goods-in-process inventory at January Ist 
shows that a burden rate of 100% was used in 1920 as well as in 1921, and 
it is assumed that the true rate in that year was 70%. 





Goods in process, January 1, 1921: Per books Adjusted 
Raw MOU 2h .65.00 cei ee ce $10,000 $10,000 
TNS Pee Shee) CREEL 5,000 5,000 
DONE 3505 <SGAS hea oe ks ee 5,000 should be 70% 3,500 

$20,000 $18,500 





Goods in process, December 31, 1921: 
(Assuming same proportion of elements as in 
January Ist inventory) 


We GTI soo 6 sick nt ean es $ 8,000 $ 8,000 
SE cadxconecnd dies serintaswen 4,000 4,000 
EEE bain decdad ann cceass cco 4,000 should be 70% 2,800 

$16,000 $14,800 














In order to adjust the finished-goods inventories, it is necessary to 
ascertain the book distribution of cost among the three elements of material, 
labor and burden. 

Balance of finished-goods account or total book cost of 

finished goods inventory January Ist and finished goods 


npemiestured QGatiie Che PORe ooo scsscncecvstevstucs $213,200 
Deduct finished-goods inventory, January Ist ............ 18,000 
Book cost of goods finished during the year ................ $195,200 


This book cost is composed of: 
Material Labor Burden Total 





Goods in process, January Ist ........ $10,000 $5,000 $5,000 $20,000 
Materials used during year: 

Inventory, Jan. Ist ....... $21,000 

PUPNONR iri a scx eho dwul 75,200 

POE + axtcavnecdnceuapeies 96,200 

Inventory, Dec. 31st ....... 25,000 71,200 71,200 
FRR is ee 60,000 60,000 
ON on vicxcanesccanvatenen 60,000 60,000 
ME td cansesevekseee ea 81,200 65,000 65,000 211,200 
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Material Labor Burden Total 
Less goods in process, Dec. 31st 8,000 4,000 4,000 16,000 
Book cost of goods finished.. 73,200 61,000 61,000 195,200 
Percentage distribution ..... 37.5% 31.25% 31.25% 100% 


But the true burden is only 70% of the book burden, or 70% of 31.25%, 
or 21.875% of the book value of the inventories. 


Finished-goods saunas yam a 1921: Per books Adjusted 
Materials ee 81.5% $ 6,750.00 37.5%  $ 6,750.00 
ET iis 56 6 wth ae0-0-ak 31.25% 5,625.00 31.25% 5,625.00 
En vc se wid uae 31.25% 5,625.00 21.875% 3,937.50 


Finished-goods inventory, Dec. 31, 1921 


$18,000.00 


: Per books 


$16,312.50 


Adjusted 


Materials 37.5% $12,750.00 37.5% $12,750.00 
Labor 31.25% 10,625.00 31.25% 10,625.00 
DE s GUNA Sexes nonceen 31.25% 10,625.00 21.875% 7,437.50 

$34,000.00 $30,812.50 


THe UN1ITeED MANUFACTURING COMPANY 
PROFIT-AND-LOSS STATEMENT FOR THE YEAR ENDED DECEMBER 31, 1921 
(After adjustment) 








ON Fn EET re $200,000.00 
Less cost of goods sold: 
Goods in process, January 1, 1921.. $ 18,500.00 
Materials : 
Inventory, Jan. 1, 1921 $21,000.00 
DINER: Goccasen ne 75,200.00 
, eee 96,200.00 
Less inv., Dec. 31, 1921 25,000.00 $ 71,200.00 
nN NE oS al Sida a erg ii 60,000.00 
Manufacturing expense (70% 
SPENGED -, ccecauuercekewn sees 42,000.00 173,200.00 
SB ee ee. Sp ee 191,700.00 
Less goods in process, Dec. 31, 1921 14,800.00 
Cost of finished goods manufactured 176,900.00 
Add finished-goods inventory, Jan. 1, 1921 16,312.50 
MD anni. cadiuwblel de cekenakens 193,212.50 
Less finished-goods inventory, Dec. 31, 1921 80,812.50 162,400.00 
Gross prott om snles .....ccsecses.. 37,600.00 
Deduct selling expenses ............ 8,000.00 
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Net profit on aOROB <6 o0k oc ccenisahivs 29,600.00 
Deduct general expenses ............ 10,000.00 
Net profit on operations ............ 19,600.00 
Add net discount earnings: 

ee eee 3,000.00 

LORE RE von dss tdspacancieas 2,000.00 1,000.00 
Net profit for the year ............ $ 20,600.00 


THE UniTED MANUFACTURING COMPANY 
STATEMENT OF SURPLUS ACCOUNT 
January 1, 1921, to December 31, 1921 
Balance, January 1, 1921, before : 
adjusting inventories ......... $ 30,000.00 


Deduct adjustments for inventories 
of January 1, 1921: 





Goods in process—per books .... $ 20,000.00 
—as adjusted ... 18,500.00 $ 1,500.00 

Finished goods—per books ...... 18,000.00 
—adjusted ....... 16,312.50 1,687.50 3,187.50 
Adjusted balance—January 1, 1921... 26,812.50 
Net profits for IRE iescvassccessses 20,600.00 
Toth: .:<stuccmeanenesssn ene 47,412.50 
Deduct dividends paid during 1921.. 12,000.00 
Balance, December 31, 1921 ......... $ 35,412.50 


Tue UNITED MANUFACTURING COMPANY 
BALANCE-SHEET, DECEMBER 31, 1921 
(After adjustments) 


Plant and Loan payable, 
mach’y $40,000.00 Universal Co. $ 25,000.00 
Less reserve Capital stock 75,000.00 
for dep’n 12,300.00 $ 27,700.00 Surplus 35,412.50 
Accounts receivable 32,100.00 
Raw materials 25,000.00 
Goods in process 14,800.00 
Finished goods 30,812.50 
Cash 5,000.00 


$135,412.50 $135,412.50 
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THE UNIVERSAL MANUFACTURING COMPANY 
STATEMENT OF COST OF GOODS MANUFACTURED AND SOLD 
YEAR ENDED DECEMBER 31, 1921 





Goods in process, Jan. 1, 1921.. $ 40,000.00 
Materials: 

Inventory, January 1, 1921. $ 55,000.00 

RE ee ee 597,000.00 

a CE ne es er 652,000.00 

Less inventory, Dec. 31, 1921 70,000.00 $ 582,000.00 
FR oer 400,000.00 
Burden (80% of direct labor)... 320,000.00  1,302,000.00 
SN 2, hig et aL «i slaiane 4 alc tele buble ate ane 1,342,000.00 
Deduct goods in process, December 31, 1921................. 57,000.00 
Cost of finished goods manufactured ................2.0005: 1,285,000.00 


Add finished-goods inventory, January 1, 1921 
(Assumed, to bring statement into agreement with 


finished-goods account in trial balance) ............. 100,000.00 
| a eee) eS prey re Oa nb abaees «biel 1,385,000.00 
Deduct finished-goods inventory, December 31, 1921......... 120,000.00 
NI WIE ig ia cnc ca adbicc 0 tne gahbohonsssoeheauanee $1,265,000.00 


THe UNIVERSAL MANUFACTURING COMPANY 
PROFIT-AND-LOSS STATEMENT FOR THE YEAR ENDED DECEMBER 3], 1921 





ee Se ee, og nes noe sp aemeee $1,500,000.00 
Bmes Geet OF meets Geld . 2... oc ccccscacscccecs 1,265,000.00 
IN AN I eo 6 nn: ds 6 dmeimcarenincn 235,000.00 
Sy I crc ac cetinescs'se ce cpee 60,000.00 
ELIE ES PPR Te eee = 175,000.00 
Less general office expenses .................. 100,000.00 
Net profit on operations ..................000. 75,000.00 
Less net discount expexse: 

NT BS ete e TET ET Se $ 16,000.00 

ND NN ie Ss ao. asthe ane 13,500.00 2,500.00 
Net profit from own business ................. 72,500.00 
Add profit from operations of United Company 20,600.00 
Peet eel for te: PORE ocoik sbi esc esc ree $ 93,100.00 
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THE UNIVERSAL MANUFACTURING COMPANY 
BALANCE-SHEET, DECEMBER 31, 1921 





Assets 
Plant andl. mnnclnang 9 05 Socks bcd och oe toe $ 300,000.00 
Less reserve for depreciation ............ 50,000.00 $ 250,000.00 
Investment in United Company stock: 
CAE is kien cds sdieee eee 150,000.00 
Ai ponfite Gor MGR sos sda ceaiea ceeds 20,600.00 
TA oon inwhiassesenvei sce aa 170,600.00 
Less dividends received ................ 12,000.00 158,600.00 
Advances to United Company ................ 25,000.00 
ate SR 6 ooo oc dake sun vicnvon Mewes 70,000.00 
Ce TE I oo. o's a cca ndankus Coombes teks 57,000.00 
PI GD is an 6 tnssgcvccsuteds Jddees te 120,000.00 
Accomillt SOGIIIIR 6 ios iss <éns cceccsekaueewree 116,000.00 
COE. ass '5cdeadanckehs 060 gdensuks sane 74,000.00 
$ 870,600.00 
Liabilities 
AORN CURES «66:1: uaateebeineneecae $ 77,500.00 
Dees PIE oc. 0 «5 ea atin aetaccmeten ‘65,000.00 
Capital stock—authorized .................45. $1,000,000.00 
Re ey 350,000.00 650,000.00 
Sorplean: Jamie DBO vcs os <<nssaewscosea 50,000.00 
Add net profit for 1921 ............. 93,100.00 
Te bas cen cen oi's+aaececeune 143,100.00 
Less dividend declared Dec. 31, 1921.. 65,000.00 78,100.00 
$ 870,600.00 
JOURNAL ENTRIES 
Salee  .. i <kstedsccyinasevi< ceca eeaeearie $1,500,000 
Cash: Gimme GUO | oink. nk Pinback skacs sn tues 13,500 
a I ee eee $1,265,000 
Te eee Sea 16,000 
Salat CHINE bins 50-0 enivinne scccassecostnan 60,000 
General office GRPONOED 2c i ccs cvcccsccsccens 100,000 
We a a 5s ls eae kh Hie ES 72,500 
To close the books and determine the profit from the 
company’s own operations. 
Investment United Company stock .............+.. 20,600 
We GE DI oi waives os a i Cid eed 20,600 
To take up the subsidiary company’s profit. 
SVC whe We oe esc ein ice ks Bie eee as eek es 93,100 
| TEE Pe Te POUR EEE eee 93,100 


To close the year’s profit into surplus. 
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Dividends received—United Company stock ....... 12,000 
Investment United Company stock ........... 12,000 
To credit the investment account with the divi- 
dends received, as these dividends decrease the 
value of the investment. 
RRS PES SS DOIN gry rem area par w 65,000 
SE Sinn on vided ocean ceenamekeus 65,000 
To set up as a liability the dividends declared 
December 31, 1921, payable January 15, 1922. 


JOURNAL ENTRIES FOR ABSORPTION OF UNITED COMPANY 


re GE SNE og occ oaks okesecse sp hapubes $ 40,000.00 
I I 5 cds cand 4 adkp oo eae weeene 32,100.00 
EE EOL AAP POPE Fy ee 25,000.00 
ECE REE TPN PPT Ee © 14,800.00 
EID 5 54 tars eucnrwad cook ene mae sear ae 30,812.50 
as id ning hited d umpikip aman akase ac ans ke 5,000.00 
Reserve for depreciation ................0. 12,300.00 
Catted Commpeey, WERGO? 2... oo sccscasccess 135,412.50 


To record the purchase of the subsidiary’s 
assets at book values. 


SE CA WOE ooo sce scnssevescensnens 25,000.00 
Advances to United Company ............... 25,000.00 
To offset the advances against the liability for assets. 
ee CE, QD gv ecncadescessawue sede 110,412.50 
RE capa iabideee dans 6 tvannade tetteeeoenee 110,412.50 


Payment of balance of purchase price. 

There is not enough cash on hand to make this 
payment, but this transaction and the follow- 
ing one can be financed by an exchange of 


cheques. 
i oa cats Beale Sendnd so beeen 110,412.50 
SER kaa Saw wnuhsog on davekut aa weee 48,187.50 
Investment United Company stock .......... 158,600.00 


To record the receipt of cash from the United 
Company, in payment of a dividend equal to 
its entire surplus and in payment of the stock 
at par. 


One of the points in this problem is the treatment of the difference 
between the balance of the investment account and the proceeds received 
from the subsidiary at the time of dissolution. This difference can not 
properly be considered a loss. When the holding company purchased the 
stock it paid more than book value for it, and this excess would have 
appeared in consolidated balance-sheets as goodwill. When the holding 
company dissolves the subsidiary and takes over its assets, the payment 
already made for goodwill remains a payment for goodwill. Really the 
only effect of the dissolution is to split up the investment account in its 
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component elements, taking up on the Universal Company’s books the 
various assets and goodwill which the investment account represented. 

The problem should be more specific as to when the stock holdings 
were acquired. Merely stating that the stock was acquired prior to 
January 1, 1921, is not sufficient, for the goodwill is the difference between 
the cost of the stock and the book value at the date of acquisition. Not 
knowing the date of acquisition and the book value of the stock at that 
date, it becomes necessary to make some assumption. The assumption made 
is that the stock was purchased immediately prior to January 1, 1921, or 
December 31, 1920. This assumption enables us to solve the problem, 
because the book value at December 31, 1920, is known. After making 
adjustments of the surplus as of December 31, 1920, the surplus was 
$26,812.50. The goodwill shown in the above journal entry can then be 


proved as follows: 





Purchase orice of stethe . 5. oo ie sis s. $150,000.00 
Deduct book value at acquisition : 

BP ery pee er ee $ 75,000.00 

DN: sic dtd iti aa e meee 26,812.50 101,812.50 
Geet | ic icccitcnstioteeessé Attates $ 48,187.50 


THE UNIVERSAL MANUFACTURING CoMPANY 
BALANCE-SHEET, JANUARY 1, 1922 
(After absorption of the United Manufacturing Company) 


Assets 

Plant asdl manele sono < cis dns censors ves $ 340,000.00 
Less reserve for depreciation ............ 62,300.00 $ 277,700.00 
Goodell - vchadc nace chaas 4000 0etesshvamenkenn 48,187.50 
Rawr GRMOT UN: 6:56 6 <5 086.0 REC ER COR ROeE Rede es 95,000.00 
Oe re er ee 71,800.00 
oo Ee ee oe ae 150,812.50 
AccoMmilth: RIE oi p antcedendds n0c0s tenses 148,100.00 
Cael So . Bcitin<s inition eee 79,000.00 
$ 870,600.00 

Liabilities 

Roomate wnat occ s cas piensegs seesstueeee $ 77,500.00 
OS a, Re rn ras ye 65,000.00 

Capital stock: authorized .........80sescer0e $1,000,000.00 
Rae ene 5... : iva cs tbe 350,000.00 650,000.00 
DIN 6.0 oni don ta kepcdsccess bhnanusehekeaets 78,100.00 


$ 870,600.00 
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APMISSION OF A PARTNER 
Editor, Students’ Department: 

Sm: May I ask that you kindly furnish me with a solution of the 
following problem in each of the three cases. I have asked several of my 
friends for their opinions but no two seem to agree. 

On December 31, 1921, the capital accounts of A and B are $50,000.00 
and $40,000.00, respectively. They desire to admit C into the partnership 
providing he pays into the business for a one-fourth interest in the business 
the sum of (a) $25,000.00, (b) $30,000.00, and (c) $35,000.00. Frame the 
necessary journal entries to record the admittance of C, and the capital 
accounts of each partner. 

Yours truly, 
Brooklyn, New York. B. 

As nothing is said in regard to the division of profits between A and 

B, any loss or gain resulting from the admission of C will be divided 


equally. 
EE ERE te ENT RTT PET COREE SOE ree ee $ 25,000.00 
| Ee ke rE re re Memes 1,875.00 
Eo disd 4h Aieeeescce cd eeinedacsceans 1,875.00 
SS NE iii codciagede Néesksdhhn eee Kaneeue $ 28,750.00 
Capital before admission of C $ 90,000.00 
Cash paid in by C ......... 25,000.00 
SE Sd in cvcneancede 115,000.00 
One-fourth thereof ........ 28,750.00 
i a a 25,000.00 





Transfer from A and B ... 3,750.00 


Statement of capitals 











A B C Together 
Capitals before C’s admission ...... $50,000 $40,000 $90,000 
RT Re ere $25,000 25,000 
ne Snax 0s csi ea iae cna 1,875* 1,875* 3,750 
Balance after C’s admission ........ $48,125 $38,125 $28,750 $115,000 
SP EE x cdcnuican ooe ken when dda eeeeeeiel $ 30,000.00 
CS REE . 00.0202 cudievensetaudeeadeetes Sierdinel $ 30,000.00 
Capital before admission of C $ 90,000.00 
ee UE Ge ie cee scccsce 30,000.00 
Ey ST 120,000.00 
One-fourth thereof ........ 30,000.00 
The capital accounts after C’s admission are: 
Te apa wedé tebsedousdbelek diaokaes $ 50,000.00 
i Seine since Gadewiets he diveeteenncdbt 40,000.00 
fe inind 0 4000 capecudsteunesensieeniie 30,000.00 


(c) There are two possible solutions of this case, depending on 
whether it is desired to put a goodwill account on the books or not. 
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Solution if a goodwill account is to be put on the books: 
C’s contribution of $35,000 represents %4 of a 








' Gtul CRUIE SE acs ce oake sc cocvctrewes $140,000.00 
i Capitals before C’s admission .............. $ 90,000.00 
: Add Cs comteetie «66 iis cckevevvdcesstves 35,000.00 125,000.00 
RPE Se Pe eo ee. ON Ee 15,000.00 
i ni sacs onthe tenon 15,000.00 
Fi; MA Kind os ssc emcbits as devdesancesae 7,500.00 
Pe EE ie, as + cng hdd ebitnsbaateeee 7,500.00 


To place on the books the goodwill as com- 
puted above. 

















COREE cc ncccsk an coenes cacednes ketliecies 35,000.00 
GSES os cnc tOee hs o64eeneeabedaas 35,000.00 
To record C’s contribution. 
Statement of capital accounts 
A B . Together 
Capital before C’s admission ...... $50,000 $40,000 $ 90,000 
Goede ... .sckvensicuctabaee 7,500 7,500 15,000 
C's: ORR. éscincncsdaeiakscd $35,000 35,000 
Balance after C’s admission ....... $57,500 $47,500 $35,000 $140,000 
Solution if goodwill account is not to be put on the books: 
CU... ccgen i ashbiandebaitensciealenicia $ 35,000.00» 
Pe ee ee $ 1,875.00 
RE inn occ a 0s suse eee 1,875.00 
I ciiicnkn nitedeacdiammaenmsiien seme 31,250.00 
Capital before admission of C $ 90,000.00 
Cash contributed by C ...... 35,000.00 
Capital after C’s admission. 125,000.00 
One-fourth thereof ........ 31,250.00 
C’s contribution ........... 35,000.00 
Credit received by C....... 31,250.00 
Credit to A and B (equally) 3,750.00 
Statement of capitals 
A B ve Together 
Capitals before admission of C.... $50,000 $40,000 $ 90,000 
Cam meee De BSS oc diccsctess cnn 1,875 1,875 $31,250 35,000 
Capitals after admission of C........$51,875 $41,875 $31,250 $125,000 
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CoNDUCTED BY THE SPECIAL COMMITTEE ON ACCOUNTING TERMINOLOGY OF 
THE AMERICAN INSTITUTE OF ACCOUNTANTS 


The committee publishes below tentative definitions which it has pre- 
pared of the word Fund, together with several of its more important 
derivatives, and a list of the various funds of which the committee has 
information : 

FUND 

A fund is a sum of money or its equivalent employed in, set aside for 
or available for a specific or general purpose. As used in accounting: 

A. A sum of money or its equivalent set aside, usually in periodical 
instalments, to meet or to be available for some future requirement or 
contingency, e.g., sinking fund; replacement fund; contingent fund. 

B. A sum of money or its equivalent, the income from which is to be 
devoted to a specific or general purpose, e.g., a fund for a charitable trust 
or foundation; a trust fund created by will. 

C. A sum of money accumulated for or appropriated to the immediate 
needs of a stated object, e.g., a fund raised by a Red Cross drive; a fund 
to pay off a church mortgage. 

D. A sum of money advanced to a designated custodian from which 
current expenditures are to be made and accounted for, eg., working 
fund; petty-cash fund; imprest fund. 

A fund, except as applied to educational, eleemosynary or religious 
organizations, is invariably a debit and is created by an actual transaction ; 
whereas a reserve account is created by bookkeeping entry out of current 
or past profits or unearned surplus and is invariably a credit. A fund may 
be created with or without a corresponding reserve and, conversely, a 
reserve may be created with or without a corresponding fund. 

In the case of the above-mentioned organizations, the word “fund” 
is commonly used to denote the credit account reflecting the trust liability 
for the unexpended balance of money or its equivalent acquired for general 
or specific purposes, but this use of the word should be discouraged and 
the term “liability for fund” or “principal of fund” is suggested to be 
used in its place. 

FUNDS 

The word fund, as used in the plural, denotes cash, except in the case 
of “The funds,” a term used in Great Britain to denote government 
securities. 

CONTINGENT FUND 

A fund set aside to meet future contingencies. 
ENDOWMENT FUND 

Property acquired by gift, devise or bequest, the income from which 
is to be used for general or specific purposes. 


IMPREST FUND 
A definite sum of money advanced to a custodian to provide for 
current disbursements, which should at all times contain cash and/or 
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vouchers equal to the amount advanced. The custodian is periodically 
reimbursed and the fund thus reéstablished. The amount advanced may 
be changed from time to time to meet a change of requirements. 


RESERVE FUND (or RESERVED FUND) 

Any fund which has a reserve account as an offsetting credit. 

In Great Britain the term “Reserve fund” is frequently used to 
indicate that which in the United States is usually described as “Surplus” 
or some reservation thereof. 

SINKING FUND 

A sum of money periodically set aside to accumulate through deposit 
or investment so that at a given date the total accumulation will approx- 
imately equal the amount of the obligation for the redemption or retire- 
ment of which the fund was created. 


FUND guarantee rotary 
accumulative-sinking imprest savings 
active improvement self-insurance 
advertising income-tax sinking 
amortization industrial-accident special 
annuities insurance specific 
badge insurance-participation stock-sinking 
beneficial investment stock-subscription 
benefit liability-insurance strike 
bond-redemption loan superannuation 
bond-retirement mines-extinguishment trust 
capital non-accumulative- undesignated 
capital-amortization sinking welfare 
construction obligatory working 
contingent optional workmen’s 
oe passive compensation 
defense pension 
depletion petty-cash FUNDS 
depreciation profit-sharing available 
designated provident cash 
dividend-guarantee redemption corporate 
emergency rehabilitation impounded 
employes’ benevolent reinvestment insufficient 
employes’ bonus relief private 
employes’ compensation renewal public 
employes’ liability repair restricted 
employes’ saving replacement surplus. 
endowment replanting unrestricted 
general reserve , ; 
evant wrens PN FUNDS IN ESCROW 
gratuity revolving FUNDS, THE 


Communications should be addressed to any one of the undersigned. 
Epwarp H. Morran, chairman, 
120 Broadway, New York. 


WALTER MUCKLOow, 
420 Hill building, Jacksonville, Florida. 


J. Hucw Jackson, 
56 Pine street, New York. 
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Correspondence 
“Payment of Dividends before Restoring Impaired Capital” 


Editor, The Journal of Accountancy: 


Sir: In the article Payment of Dividends before Restoring Impaired 
Capital in your issue of March, 1923, the author among other things, says: 

“Of course it is understood that a corporation formed to work a 
wasting property * * * need pay no attention to depletion and that in 
such cases dividends will be paid partly from profits and partly from 
capital,” and in his concluding paragraph explains that 

“In making this investigation of the law of dividends, the truth was 
sought without attempting to prove one side right and the other wrong.” 

Certainly no investigation of the proposition quoted is disclosed in 
the article and, with equal certainty, no proof is offered of its correctness. 
There are text-writers who have also made the same assertion but that 
does not make it the law. The author appears to have given no consid- 
eration to the statutes of his own state, Illinois, in making that statement. 
Many states have statutes of similar tenor. 

The Illinois statute, par. 23, chap. 32, penalizes a dividend if the 
corporation’s “capital is thereby impaired” and defines “capital” for that 
section as “the aggregate amount paid in on its shares of stock issued 
and outstanding.” The very clear import of this statute is specifically to 
prohibit any dividend either wholly or partly from capital. The statute 
provides an entirely different procedure for the return of capital, requir- 
ing much more formality than the mere declaration of a dividend, as 
shown by the following extracts from the statutes. 

Chap. 32, par. 202. “Whenever the board of directors * * * of any 
corporation * * * may desire * * * to decrease the capital stock * * * 
they may call a special meeting of the stockholders of said corporation.” 

Par. 204. “At any such meeting * * * votes representing two-thirds 
of all the stock of the corporation shall be necessary for the adoption of 
the proposed change of * * * amount of capital stock.” 

Par. 205. “A certificate thereof verified * * * and under seal of said 
corporation, shall be filed in the office of the secretary of state, and a 
like certificate filed for record in the office of the recorder of deeds * * *.” 

Par. 206 requires publication in a newspaper of notice of changes. 

Par. 34. “The articles of amendment shall set forth: * * * 

“(2) The amount of reduction and the manner in which it shall be 
effected. 

‘“* * * the capital stock may be reduced by the surrender of every 
stockholder of his shares and the issue to him in lieu therecf of a pro- 
portional decreased number of shares * * *.” 

In the light of these provisions there can be little doubt that in IIli- 
nois, at least, directors have no authority to declare dividends from capital 
until they have the approval of the holders of two-thirds of the shares at 
a meeting specially called for that purpose. 

Yours very truly, 


Chicago, Illinois, March 23, 1923. R. L. Froyp. 
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Editor, The Journal of Accountancy: 

Sir: May I have a little of your space to answer Mr. Floyd’s ques- 
tions upon and objections to my paper, The Payment of Dividends before 
Restoring Impaired Capital which appeared in the March, 1923, number 
of THE JOURNAL? 

Mr. Floyd says: “Certainly no investigation of the proposition quoted 
(that corporations formed to work wasting properties need pay no attention 
to depletion) is disclosed in the article and, with equal certainty, no proof 
is offered of its correctness.” 

The article in question was prepared as a result of an investigation 
of a point upon which authorities in all three fields, accounting, finance 
and law, were not in agreement; therefore all proofs presented were upon 
that point. Because the authorities were in agreement concerning deple- 
tion, it was not thought necessary to prove what seemed to be accepted 
as true by all; therefore, no proof was offered. 

First, let us consider the statute of Illinois to which he refers, which 
is in this respect similar to the statutes of nearly all the other states in 
the United States. This statute is for the greater part only a written 
form of the common law which underlies and permeates the statute law. 
It is true that the statute does prescribe certain penalties and certain details 
of procedure not found in the common law, but with these we are not 
concerned. By common law, even were there no such statute as he quotes, 
capital could not be returned to the stockholders except by due process 
of law. The common law prohibits any dividend payment either wholly 
or partly from capital just as surely and just as specifically as does the 
Illinois statute. Let us clearly understand that this is the rule by common 
law in all the states and by statute in most of them. Next let us consider 
the exception; that corporations formed to work a wasting property need 
pay no attention to depletion before determining the amount available for 
dividends. 

Fletcher, Morawetz, Cook, Clark and others, in their works on cor- 
poration law, agree that the corporation formed to work a wasting asset 
does not come under the rule. Mr. Floyd says that the fact that such 
writers assert that this is the law does not make it the law, which is true 
enough; but surely when men with the standing that these men have in the 
field of law state what they believe to be the law, they must have good 
cause for their assertions. But be that as it may, the best proof of the 
law is its interpretation and application by the courts, which we shall 
proceed to show. 

As far as could be ascertained, there is no case on record in any 
state of the United States where depletion of a wasting property was 
required to have been made up before the declaration of dividends by the 
directors of the corporation formed to work the property. Also as far as 
could be ascertained, the question has never come up in any court of 
record in the state of Illinois; but the question has come up in the courts 
of a number of other states that have statutes almost identical to those 
of Illinois, and in every case it was decided that such corporations need 


pay no attention to depletion. 
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Chief Justice Beatty, in rendering the decision in the supreme court 
of California in Excelsior Water and Mining Company v. Pierce (27 P. 44) 
says in regard to the statute, which uses the word “capital” to mean the 
actual amount contributed by the shareholders and forbids the division 
ef capital among the stockholders: “This inhibition, however, did not 
extend to net proceeds of its mining operations, for a mining corporation, 
like any other corporation organized for the purpose of utilizing a wasting 
property—a property that can be used only by consuming it—as a mine, a 
lease or a patent, is not deemed to have divided its capital merely because 
it has distributed the net proceeds of its mining operations, although the 
necessary result is that so much has been subtracted from the substance 
of the estate. It may distribute its net earnings although the value of the 
mine is thereby diminished. But, it may not sell the mine, or any part of 
it, and distribute the proceeds.’”’ The California statute is in effect the 
same as the Illinois statute. 

The New York statute is similar to that of Illinois. Its court of 
appeals held in People v. Roberts (51 N. E. 293) that the statute does not 
require that the capital of a mining corporation be maintained. The 
decision of the case turned upon the question whether or not the depletion 
of a mine must be deducted from income before profits for dividends 
emerge. The court held that depletion need not be considered. 

The state of Washington has a similar statute, yet its supreme court 
held in Booth v. Summit Coal Mining Company (104 P. 207) that to 
determine profits for dividends it was necessary to consider as an expense 
the depreciation of the mining plant, machinery, equipment, buildings, 
and so forth, but on the real estate or the mine itself, which must be 
depreciated (sic) by reason of the constant removal of coal deposits, no 
depletion need be considered. 

New Jersey has practically the same statute as Illinois. Its court of 
chancery held in Mellon et al. v. Mississippi Wire Glass Company (78 
Atl. 710) that the statute does not require that patents be written off over 
their life periods in order to maintain the capital intact. 

The supreme court of Louisiana holds to the same idea in the dicta 
in the decision of Van Vleet v. Evangeline Oil Company (56 S. 348) in 
which the court quotes Cook. Sommerville, judge, says: “Oil wells 
and mines may figure as representing parts of the capital stock of corpo- 
rations, which, of course, are owned for the express purpose of being 
worked, and it is the business of the owners to work them. They may 
become exhausted and cease to be real assets, and, as Mr. Cook states 
(Cook on Corporations, 6th ed., sec. 1486), in such cases it is not necessary 
to set aside funds for the purpose of purchasing a new mine, and, we 
add, a new oil well.” 

In all these cases the corporation was formed to work the wasting 
asset. At this moment I know of no cases in which this question of 
depletion came up when the working of the wasting asset was only 
incidental to the main business of the corporation. The authorities, that 
is, the law writers, state that such corporations would have to consider 
depletion before declaring dividends. 
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It should be borne in mind that statute law is a small part of our 
law; that courts interpret statutes strictly; that any exception to the 
common law remaing_an excepy¢ion even when the common law has become 
statute law, unless the statute specifically and directly states that it covers 
also that which before had been the exception. 

Since in a number of states having statutes similar to the statute of 
Illinois the courts have held that in corporations formed to work a 
wasting asset depletion need not be considered in declaring dividends, it 
is only reasonable to believe that when this question comes up in the 
Illinois courts it will be decided upon the same principles of common law 
as in the other states. Without a doubt the Illinois courts will follow 
the precedents established in the decisions quoted herein. Mr. Floyd 
entirely underestimates the importance of the common law and over- 
rates the statute law if he believes differently. 

Yous truly, 


Urbana, Illinois, April 2, 1923. Cuas. F. SCHLATTER. 





Reynold E. Blight and Herbert A. Wheeler announce the combination 
of their practices under the firm name of Blight & Wheeler, with offices 
at 1025 Washington building, Los Angeles, and at Washington, D. C. 





Charles R. English and Martin Thal announce the formation of a 
partnership under the firm name of English & Thal with offices at 1566 
Arcade building, St. Louis, Missouri. 





George H. Bowers and R. H. Dillingham announce the formation of 
a partnership under the firm name of Bowers & Dillingham, with offices 
at 149 Broadway, New York. 





Thomas A. Williams, Sydney S. Bourgeois and Frank Benetz announce 
the formation of a partnership under the firm name of: Williams, Benetz 
& Bourgeois, with offices at 1419 Carondelet building, New Orleans, 


Louisiana. 





Barrow, Wade, Guthrie & Co. announce that Francis Small has been 
admitted to the firm and will continue in charge of the Philadelphia 


office. 





Maurice N. Newman & Co. announce the removal of their offices to 
720 Haas building, Los Angeles, California. 





Andrew Hunter, Jr. & Co. announce the removal of their offices to 
910-911 American building, Baltimore. 





The Glickman Audit Co. announces the removal of its offices to 175 


Fifth avenue, New York. 
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CHARLES WALDO HASKINS, A BIOGRAPHY. Prentice Hall, Inc., 
New York. : 


A little while ago a London accountant was asked why it was that 
the profession of accountancy developed so extraordinarily in Great 
Britain during the last quarter of the nineteenth century. His disceraing 
reply was to the effect that the profession was peculiarly fortunate in the 
number of exceptionally able men found in its ranks during this period. 
It was because Charles Waldo Haskins was a man of large stature, in 
intellect and emotion more noticeably even than physically, that it is 
appropriate and profitable that he should be remembered. The develop- 
ment of human society has always sprung from the numerically insig- 
nificant group of great leaders. They have been the pace-makers; they 
have fixed the standards and set up the ideals. 

In the history of accountancy in America, Mr. Haskins will always 
be known as one of the outstanding leaders in the days of its early devel- 
opment. Cut down, as he was, in the prime of life and after a com- 
paratively brief professional career, nevertheless, because of his vision, 
his force of character and his persuasive personality, he gave a great 
impetus to the group of men who, as accountants, were then trying to find 
themselves and to establish their profession. It is highly fitting, therefore, 
that his partner, Mr. Sells, who, we may be sure, always encouraged and 
supported the policies and plans of his partner, has now published this 
outline of Mr. Haskins’ life and work, including in the volume a number 
of addresses delivered at the unveiling in 1910 of the memorial tablet to 
Mr. Haskins in New York University. Those who had the good fortune 
to know Mr. Haskins will be grateful for this volume which will freshen 
many delightful memories; while to that larger number who have taken 
up the work since Mr. Haskins passed on and to that still larger circle 
yet to come, this book will be read with interest, and out of it men will 
draw inspiration from the record of a life characterized by breadth of 
vision and earnest, unselfish devotion to duty. J. E. Srerrerr. 





MINIMIZING TAXES, by Joun H. Sears. Vernon Law Book Co., 
Kansas City, Missouri. 706 pages. 


In these latter days when the great majority of the adults of our 
country come into direct contact with the taxing functions of the govern- 
ment any one who can give trustworthy information as to the right way 
through the difficult taxation maze gets immediate and absorbing attention. 
Evidence supporting this statement is found in the large number of books 
published recently whose subject matter is federa) taxation, especially 
federal income taxation. This does not appear wonderful when it is 
remembered that the subject is intricate and complex even to those who 
specialize in it. It follows, therefore, that when a book is published with 
the somewhat alluring title of Minimizing Taxes it is quite probable that 
it will awake a deal of curiosity as tu how the desirable result is to be 
obtained. 
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Approaching the book from this standpoint one is not disappointed, 
for John H. Sears, the author, a member of the New York bar, shows 
how important it is to congjder the form of the organization which is 
carrying on, or is to carry on, a given enterprise, from the standpoint of 
the several taxes to which it will be subjected. He also shows the 
importance the situs of the enterprise bears to the matter of its taxes. 
Another important feature of the book is that it shows the difference 
between tax avoidance and tax evasion. Many taxpayers ignorantly drift 
into the dangerous shoals of evasion when they simply are endeavoring 
to guide the business craft through the difficult channel of legitimate and 
just taxation. Mr. Sears does not attempt to show how close to the shoals 
the ship may be steered without danger, but rather furnishes a chart which 
will insure the most rapid and safest journey to the desired haven. 
Taxation currents and tides are changing from year to year, but in general 
it will be a long time before the routes outlined in the book will no longer 
be safe and sure. 

Mr. Sears is happy in his prefatory statement, with reference to part I 
of his book, that 

“It is intended that part I shall be frank and devoid of that mock 
patriotism which preaches from the taxing power’s vantage point and 
secretly takes advantage of any loophole in the law. No tricks are 
advocated or alluded to in this book except to illustrate the funda- 
mental difference between avoidance and evasion.” 

The only exception we would take to the above language describing 
the intent of the book is to the word “except” in the last-quoted sentence. 
We would substitute for it the words “but the intention is.” 

The phrase which most frequently assails the wearied ears of the gov- 
ernment’s taxing officials and to which they yield only tolerant acquiescence 
is: “We want to pay our just amount of tax, but * * *.” We have heard 
a legend that some of the tax officers have advocated the hanging upon the 
walls of their conference rooms a motto reading: 

“We know you want to pay an honest tax, so begin with the ‘but. 

It is every taxpayer’s duty to pay his just tax, though the law often 
works inequities, and it therefore devolves upon him to be informed upon 
all phases of the taxing laws—not only those of the federal government, 
but those of the several states as well. Thus equipped he need not 
assume a defensive attitude in urging the merits of his particular case. 
In view of the conciseness of the manner in which it is written Minimizing 
Taxes supplies a surprisingly comprehensive outline of these laws and as 
such is a distinctly desirable addition to a library upon this subject. Part I 
of the book explains and contrasts avoidance and evasion of taxes and sets 
forth valuable information as to the selection of form of the business 
organization in order that taxes may be legitimately minimized. Part II 
gives a synopsis of the tax systems of each of the states as well as of that 
of the United States and is therefore a guide as to the best situs for the 
activities of a given enterprise with reference to the taxes to which it 


will be subjected. 
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STePHEN G. Rusk. 
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